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Minutes of Federal Open Market
Committee Meetings

The policy actions of the Federal Operexecute transactions for the System
Market Committee, contained in theOpen Market Account. In the area of
minutes of its meetings, are presented idomestic open market activities, the
the ANnuaL ReporT Of the Board of Federal Reserve Bank of New York
Governors pursuant to the requirementsperates under two sets of instructions
of section 10 of the Federal Reservdrom the Federal Open Market Commit-
Act. That section provides that thetee: an Authorization for Domestic Open
Board shall keep a complete record oMarket Operations and a Domestic Pol-
the actions taken by the Board and bycy Directive. (A new Domestic Policy
the Federal Open Market Committee orDirective is adopted at each regularly
all questions of policy relating to openscheduled meeting.) In the foreign cur-
market operations, that it shall recordency area, the Committee operates
therein the votes taken in connectiorunder an Authorization for Foreign Cur-
with the determination of open marketrency Operations, a Foreign Currency
policies and the reasons underlying eacBirective, and Procedural Instructions
such action, and that it shall include inwith Respect to Foreign Currency
its annual report to the Congress a fulDperations. These policy instruments
account of such actions. are shown below in the form in which

The minutes of the meetings contairthey were in effect at the beginning of
the votes on the policy decisions madd997. Changes in the instruments during
at those meetings as well as'sualeof the year are reported in the minutes for
the discussions that led to the decisionghe individual meetings.
The summary descriptions of economic
and financial conditions are based on thz o :
information that was available to the/Authorization for Domestic
Committee at the time of the meetings2P€N Market Operations
e ™ 2 &Y MY PV, Efrect January 1, 1007

Members of the Committee voting for1. The Federal Open Market Committee
a particular action may differ amongauthorizes and directs the Federal Reserve
themselves as to the reasons for thefank of New York, to the extent necessary

votes; in such cases, the range of thef Carry out the most recent domestic policy
' ' directive adopted at a meeting of the

views is noted in the minutes. Whencgmittee:
members dissent from a decision, they
are identified in the minutes along with (a) To buy or sell U.S. Government

a summary of the reasons for theiisecurities, including securities of the Federal
dissent. Financing Bank, and securities that are direct

; ; ; obligations of, or fully guaranteed as to
Policy directives of the Federal Openprincipal and interest by, any agency of the

Market Committee are issued to the Fedgjteq states in the open market, from or to
eral Reserve Bank of New York as thesecurities dealers and foreign and inter-
Bank selected by the Committee tonational accounts maintained at the Federal
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Reserve Bank of New York, on a cash, reguapplying reasonable limitations on the vol-
lar, or deferred delivery basis, for the Systenume of agreements with individual dealers;
Open Market Account at market prices, andprovided that in the event Government secu-
for such Account, to exchange maturing U.Srities or agency issues covered by any such
Government and Federal agency securitiegagreement are not repurchased by the dealer
with the Treasury or the individual agenciespursuant to the agreement or a renewal
or to allow them to mature without replace-thereof, they shall be sold in the market or
ment; provided that the aggregate amount dfansferred to the System Open Market
U.S. Government and Federal agency securAccount; and provided further that in the
ties held in such Account (including forward event bankers acceptances covered by any
commitments) at the close of business on theuch agreement are not repurchased by the
day of a meeting of the Committee at whichseller, they shall continue to be held by the
action is taken with respect to a domestidederal Reserve Bank or shall be sold in
policy directive shall not be increased orthe open market.
decreased by more than $8.0 billion during
the period commencing with the opening of2. In order to ensure the effective conduct of
business on the day following such meetingpen market operations, the Federal Open
and ending with the close of business on thélarket Committee authorizes and directs the
day of the next such meeting; Federal Reserve Banks to lend U.S. Govern-
ment securities held in the System Open
(b) When appropriate, to buy or sell in Market Account to Government securities
the open market, from or to acceptance deabealers and to banks participating in Govern-
ers and foreign accounts maintained at thenent securities clearing arrangements con-
Federal Reserve Bank of New York, on aducted through a Federal Reserve Bank,
cash, regular, or deferred delivery basis, founder such instructions as the Committee
the account of the Federal Reserve Bank afay specify from time to time.
New York at market discount rates, prime
bankers acceptances with maturities of up t8. In order to ensure the effective conduct
nine months at the time of acceptance thadf open market operations, while assisting in
(1) arise out of the current shipment of goodshe provision of short-term investments for
between countries or within the Unitedforeign and international accounts main-
States, or (2) arise out of the storage withinained at the Federal Reserve Bank of
the United States of goods under contract oNew York, the Federal Open Market Com-
sale or expected to move into the channels ahittee authorizes and directs the Federal
trade within a reasonable time and that arReserve Bank of New York (a) for System
secured throughout their life by a warehous®pen Market Account, to sell U.S. Govern-
receipt or similar document conveying tittement securities to such foreign and inter-
to the underlying goods; provided that thenational accounts on the bases set forth in
aggregate amount of bankers acceptanc@aragraph 1(a) under agreements providing
held at any one time shall not exceedor the resale by such accounts of those
$100 million; securities within 15 calendar days on terms
comparable to those available on such trans-
(c) To buy U.S. Government securities,actions in the market; and (b) for New York
obligations that are direct obligations of, orBank account, when appropriate, to under-
fully guaranteed as to principal and interestake with dealers, subject to the conditions
by, any agency of the United States, andmposed on purchases and sales of securities
prime bankers acceptances of the typem paragraph 1(c), repurchase agreements in
authorized for purchase under 1(b) abovel).S. Government and agency securities, and
from dealers for the account of the Federato arrange corresponding sale and repurchase
Reserve Bank of New York under agree-agreements between its own account and
ments for repurchase of such securities, obliforeign and international accounts main-
gations, or acceptances in 15 calendar dayained at the Bank. Transactions undertaken
or less, at rates that, unless otherwisavith such accounts under the provisions of
expressly authorized by the Committee, shalhhis paragraph may provide for a service fee
be determined by competitive bidding, afterwhen appropriate.
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Domestic Policy Directive of 1 to 5 percent and 2 to 6 percent respec-
tively, measured from the fourth quarter
In Effect January 1, 1997 of 1995 to the fourth quarter of 1996. The

monitoring range for growth of total domes-

The information reviewed at this meetingtic nonfinancial debt was maintained at 3 'FO
suggests that economic activity has contin? percent for the year. For 1997, the Commit-
ued to expand at a moderate pace. Privai€e agreed on a tentative basis to set the same
nonfarm payro” emp|oyment increasedranges as in 1996 for growth of the monetary
appreciably further in November, althoughaggregates and debt, measured from the
the civilian unemployment rate edged upfOUl'th quarter of 1996 to the fourth quarter
to 5.4 percent. Industrial production roseof 1997. The behavior of the monetary aggre-
sharply in November, in part because of #ates will continue to be evaluated in the
rebound in motor vehicle assemblies that hatight of progress toward price level stability,
been depressed earlier by work stoppageg]ovements in their VeIOCIIIe_S, and develop-
Consumer spending has posted appreciabfgents in the economy and financial markets.
gains over recent months after a summer lull, In the implementation of policy for the
Housing starts rebounded in November afteimmediate future, the Committee seeks to
declining in September and October. Busimaintain the existing degree of pressure on
ness fixed investment appears to be growintgserve positions. In the context of the Com-
moderately after a sharp rise in the thirdMittee’s long-run objectives for price stabil-
quarter. The nominal deficit on U.S. trade inity and sustainable economic growth, and
goods and services widened substantially igiving careful consideration to economic,
the third quarter from its rate in the secondinancial, and monetary developments,
quarter. Increases in labor compensatiogomewhat greater reserve restraint would
have trended up this year, and consume®’ slightly Iessgr reserve restraint ml_ght
price inflation also has picked up owing tobe acceptable in the intermeeting period.
larger increases in food and energy prices. The contemplated reserve conditions are

Short-term market interest rates have regexpected to be consistent with relatively
istered mixed changes since the Committe&trong expansion in M2 and M3 over coming
meeting on November 13, 1996, while long-months.
term yields have risen slightly. In foreign
exchange markets, the trade-weighted value
of the dollar in terms of the other G-10 L .
currencies has risen slightly over the interAuthorization for Foreign
meeting period. Currency Operations

Growth of M2 picked up in November,
while expansion of M3 moderated somewha
from its Fl?)risk pace in October. For the year}n Effect January 1, 1997
through November, M2 is estimated to have .

Committee’s annual range, and M3 at a rat@uthorizes and directs the Federal Reserve
a litle above the top of its range. TotalBank of New York, for System Open Market
domestic nonfinancial debt has expandedccount, to the extent necessary to carry out
moderately on balance over recent month§e Committee’s foreign currency directive
and has remained in the middle portion of itsa"d express authorizations by the Committee
range. pursuant thereto, and in conformity with
The Federal Open Market CommitteeSuch procedural instructions as the Commit-
seeks monetary and financial conditions tha€€ may issue from time to time: _
will foster price stability and promote sus-_A. To purchase and sell the following
tainable growth in output. In furtherance offoreign currencies in the form of cable trans-
these objectives, the Committee at its meef€rs through spot or forward transactions on
ing in July reaffirmed the ranges it had estabthe open market at home and abroad, includ-

lished in January for growth of M2 and M3 INg transactions with the U.S. Treasury, with
the U.S. Exchange Stabilization Fund estab-

- lished by Section 10 of the Gold Reserve
1. Adopted by the Committee at its meeting onAct of 1934, with foreign monetary authori-
December 17, 1996. ties, with the Bank for International Settle-
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ments, and with other international financial Amount

institutions: Foreign bank (millions of
dollars equivalent)

Austrian schillings Italian lire Austrian National Bank . .. . 250
Belgian francs Japanese yen National Bank of Belgium 1,000
Canadian dollars Mexican pesos Bank of Canada 2,000
Danish kroner Netherlands guilders National Bank of Denmark To50
Pounds sterling Norwegian kroner Bank of England. ........... N ....3,000
French francs Swedish kronor Bank Of FranCe. .........oovvveiiiiiiinnnn. 2,000
German marks Swiss francs German Federal Bank....................... 6,000
Bankofltaly...............ooiiiiiiiiat, 3,000
Bank of Japan.................o 5,000
B. To hold balances of, and to haveRaqcin@ Bonc: 1305,
outstanding forward contracts to receive OBank of NOrWay ................ccoveeeevenn.. 250
to de"ver, the foreign currencies listed inBar)k of S\(veden .............................. 300
aragraph A above Swiss National Bank......................... 4,000
p ' Bank for International Settlements
. . Dollars against Swiss francs................ 600
C. To _draW foreign currencies and to poliars against authorized European
permit foreign banks to draw dollars under currencies other than Swiss francs.. ... 1,250

the reciprocal currency arrangements listect
in paragraph 2 below, provided that draw- . .
ings by either party to any such arrangemerNY changes in the terms of existing swap
shall be fully liquidated within 12 months arrangements, and the proposed terms of any
after any amount outstanding at that timg!€W arrangements that may be authorized,
was first drawn, unless the CommitteeShall be referred for review and approval to
because of exceptional circumstances, sp&le Committee.
cifically authorizes a delay.

3. All transactions in foreign currencies

D. To maintain an overall open posi-undertaken under paragraph 1(A) above

tion in all foreign currencies not exceedingshall, unless otherwise expressly authorized
$25.0 billion. For this purpose, the overallby the Committee, be at prevailing market
open position in all foreign currencies isrates. For the purpose of providing an invest-
defined as the sum (disregarding signs) ofent return on System holdings of foreign
net positions in individual currencies. Thecurrencies, or for the purpose of adjusting
net position in a single foreign currency isinterest rates paid or received in connection
defined as holdings of balances in that curwith swap drawings, transactions with for-
rency, plus outstanding contracts for futureeign central banks may be undertaken at
receipt, minus outstanding contracts fomon-market exchange rates.
future delivery of that currency, i.e., as the
sum of these elements with due regard ta. |t shall be the normal practice to arrange
sign. with foreign central banks for the coordina-

tion of foreign currency transactions. In mak-
2. The Federal Open Market Committeeng operating arrangements with foreign
directs the Federal Reserve Bank of Newcentral banks on System holdings of foreign
York to maintain reciprocal currency currencies, the Federal Reserve Bank of
arrangements (“swap” arrangements) for theNew York shall not commit itself to maintain
System Open Market Account for periods upany specific balance, unless authorized by
to a maximum of 12 months with the follow- the Federal Open Market Committee. Any
ing foreign banks, which are among thoseagreements or understandings concerning the
designated by the Board of Governors of thedministration of the accounts maintained by
Federal Reserve System under Section 214t6e Federal Reserve Bank of New York with
of Regulation N, Relations with Foreign the foreign banks designated by the Board
Banks and Bankers, and with the approval 0bf Governors under Section 214.5 of Regu-
the Committee to renew such arrangementstion N shall be referred for review and
on maturity: approval to the Committee.
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5. Foreign currency holdings shall be C. From time to time, to transmit
invested to ensure that adequate liquidity i@ppropriate reports and information to the
maintained to meet anticipated needs and d€ational Advisory Council on International
that each currency portfolio shall generallyMonetary and Financial Policies.
have an average duration of no more than
18 months (calculated as Macaulay durag. Staff officers of the Committee are autho-
tion). When appropriate in connection withrized to transmit pertinent information on
arrangements to provide investment famhuesystem foreign currency operations to appro-
for foreign currency holdings, U.S. Govern-priate officials of the Treasury Department.
ment securities may be purchased from for-
eign central banks under agreements fo§ Al Federal Reserve Banks shall partici-
repurchase of such securities within 30 calpate in the foreign currency operations for
endar days. System Account in accordance with para-
6. All operations undertaken pursuant t raph 3 G(1) of the Board of Governors'
: Oétatement of Procedure with Respect to For-

the preceding paragraphs shall be reportegj), Rejationships of Federal Reserve Banks
promptly to the Foreign Currency Sub-dated January 1. 1944
committee and the Committee. The Foreign Y '

Currency Subcommittee consists of the
Chairman and Vice Chairman of the Com-
mittee, the Vice Chairman of the Board of

Governors, and such other member of th

Board as the Chairman may designate (or in
the absence of members of the Board servinb’I Effect January 1, 1997
ggstigiastgzcgy Tﬁgeglh%?rizﬁoggdzmgmgteéi' System operations in foreign currencies
and in the absence of the Vice Chairman o??ggr?ennig%tbigggﬁggsat C?(;’\%eg'dngtﬁ;'
tﬂe Corgmlttee_, his arl]telrln%te)- l\/lllegtlngs r?(fnarke)': exchange rates for t%e U.S. dollar
the Subcommittee shall be called at t flect actions and behavior consistent with
request of any member, or at the request c{ﬁe IME Article IV. Section 1

the Manager, System Open Market Accoun ’ )

(“Manager”), for the purposes of reviewing . . )
recent or contemplated operations and of- 10 achieve this end the System shall:

consulting with the Manager on other mat- A. Undertake spot and forward pur-

ters relating to his responsibilities. At the .pases and sales of foreign exchange.
request of any member of the Subcommittee,

questions arising from such reviews and con- B, Maintain  reciprocal  currency

sultations shall be referred for determination“swap”) arrangements with selected for-

to the Federal Open Market Committee.  eign central banks and with the Bank for
International Settlements.

oreign Currency Directive

7. The Chairman is authorized:
_ ) C. Cooperate in other respects with

A. With the approval of the Commit- central banks of other countries and with
tee, to enter into any needed agreement Ghternational monetary institutions.
understanding with the Secretary of the Trea-
sury about the division of responsibility for 3 - Transactions may also be undertaken:
foreign currency operations between the Sys-
tem and the Treasury; A. To adjust System balances in light

of probable future needs for currencies.
B. To keep the Secretary of the Trea-

sury fully advised concerning System for- B. To provide means for meeting Sys-
eign currency operations, and to consult withtem and Treasury commitments in particular
the Secretary on policy matters relating tocurrencies, and to facilitate operations of the
foreign currency operations; Exchange Stabilization Fund.
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C. For such other purposes as may bé&on in a single foreign currency exceeding
expressly authorized by the Committee. ~ $150 million, or $300 million when the
operation is associated with repayment of
4. System foreign currency operations shalswap drawings.

be conducted: . .
C. Any operation that might generate a

A. In close and continuous consulta-substantial volume of trading in a particular
tion and cooperation with the United Statesurrency by the System, even though the
Treasury; change in the System’s net position in that

. . __currency might be less than the limits speci-
B. In cooperation, as appropriate, withfieq in 1.B.

foreign monetary authorities; and
. . . D. Any swap drawing proposed by a
C. Inamanner consistent with the obli-treign bank not exceeding the larger of

gations of the United States in the Internag;) $500 million or (ii) 15 percent of the size
tional Monetary Fund regarding exchangey the swap arrangement.

arrangements under the IMF Article IV.

2. The Manager shall clear with the Com-

; ; mittee (or with the Subcommittee, if the

Erocedlf[ri’il IFnStrl_,ICtl%ls with Subcommittee believes that consultation
€spect to Foreign Lurrency with the full Committee is not feasible in the
Operations time available, or with the Chairman, if the
Chairman believes that consultation with the

Subcommittee is not feasible in the time
In Effect January 1, 1997 available):

In conducting operations pursuant to the A Any operation that would result in a
authorization and dl_l’eCtlon of the Fe.derabhange in the System's overa” open position
Open Market Committee as set forth in the foreign currencies exceeding $1.5 billion

Authorization for Foreign Currency Opera-gince the most recent regular meeting of the
tions and the Foreign Currency Directive,committee.

the Federal Reserve Bank of New York,

through the Manager, System Open Market B. Any swap drawing proposed by a

Account (“Manager”), shall be guided by foreign bank exceeding the larger of (i) $200

the following procedural understandingsmillion or (ii) 15 percent of the size of the

with respect to consultations and clearancewap arrangement.

with the Committee, the Foreign Currency

Subcommittee, and the Chairman of the3. The Manager shall also consult with the

Committee. All operations undertaken pursuSubcommittee or the Chairman about pro-

ant to such clearances shall be reportedosed swap drawings by the System, and

promptly to the Committee. about any operations that are not of a routine
character.

1. The Manager shall clear with the Sub-

committee (or with the Chairman, if the

Chairman believes that consultation with thqvleeting Held on

Subcommittee is not feasible in the timer o 45 1997

available): y ,

A. Any operation that would result in a A mee_tlng of the Feo_'e“’ﬂ' Op!_en Market
change in the System’s overall open positiofe0mmittee was held in the offices of the
in foreign currencies exceeding $300 millionBoard of Governors of the Federal
on any day or $600 million since the mostReserve System in Washington, D.C.,
recent regular meeting of the Committee. 5 Tuesday, February 4, 1997, at 2:30

B. Any operation that would result in a P.m. and continued on Wednesday, Feb-
change on any day in the System’s net posiruary 5, 1997, at 9:00 a.m.
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Present:

Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.

Greenspan, Chairman
McDonough, Vice Chairman
Broaddus

Guynn

Kelley

Meyer

Moskow

Mr. Parry

Ms. Phillips

Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Messrs. Boehne, McTeer, and Stern,
Presidents of the Federal Reserve
Banks of Philadelphia, Dallas,
and Minneapolis respectively

Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.
Mr.

. Kohn, Secretary and Economist
. Bernard, Deputy Secretary

. Coyne, Assistant Secretary

. Gillum, Assistant Secretary

. Mattingly, General Counsel

. Baxter, Deputy General Counsel
. Prell, Economist

. Truman, Economist

Messrs. Beebe, Eisenbeis, Goodfriend
Hunter, Lindsey, Mishkin,
Promisel, Siegman, Slifman, and
Stockton, Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board
of Governors

Mr. Winn, Assistant to the Board,
Office of Board Members, Board
of Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

2. Attended Tuesday session only.

Ms. JohnsoR,Assistant Director,
Division of International Finance,
Board of Governors

Messrs. Brad§ and Reifschneidée,
Section Chiefs, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Messrs. Braytofiand Rosiné&,Senior
Economists, Division of Research
and Statistics, Board of Governors

Ms. Garrett, Economist, Division of
Monetary Affairs, Board of
Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Ms. Browne, Messrs. Dewald, Hakkio,
Lang, Rosenblum, and Sniderman,
Senior Vice Presidents, Federal
Reserve Banks of Boston,

St. Louis, Kansas City,
Philadelphia, Dallas, and
Cleveland respectively

Mr. Miller and Ms. Perelmuter,

Vice Presidents, Federal Reserve
Banks of Minneapolis and
New York respectively

In the agenda for this meeting, it was
reported that advices of the election of
the following members and alternate
members of the Federal Open Market
Committee for the period commencing
January 1, 1997, and ending Decem-
ber 31, 1997, had been received and that
the named individuals had executed
their oaths of office.

The elected members and alternate
members were as follows:

William J. McDonough, President of the
Federal Reserve Bank of New York,
with Ernest T. Patrikis, First Vice Presi-
dent of the Federal Reserve Bank of
New York, as alternate;

3. Attended portions of meeting relating to the
Committee’s review of the economic outlook and
establishment of its monetary and debt ranges for
1997.
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J. Alfred Broaddus, Jr., President of the Fed- David J. Stockton, Associate
eral Reserve Bank of Richmond, with Economists
Cathy E. Minehan, President of the
Zﬁgﬁ::tle_l:zeserve Bank of Boston, as By unanimous vote, the Federal
Michael H. M'oskow, President of the Fed_Reserve Bank of '\'e.W York was selected
eral Reserve Bank of Chicago, with!O €xecute transactions f_or the System
Jerry L. Jordan, President of the FedOpen Market Account until the adjourn-
eral Reserve Bank of Cleveland, asment of the first meeting of the Commit-
alternate; , fee after December 31, 1997.
Jack Guynn, President of the Federa By unanimous vote, Peter R. Fisher
Reserve Bank of Atlanta, with Thomas ’ ’
C. Melzer, President of the FederalVas selected. to serve at the pleasure
Reserve Bank of St. Louis, as alternate®f the Committee as Manager, System
Robert T. Parry, President of the FederaDpen Market Account, on the under-
Reserve Bank of San Francisco, withstanding that his selection was subject to

Thomas M. Hoenig, President of thepeing satisfactory to the Federal Reserve
Federal Reserve Bank of Kansas C'tyBank of New York.

as alternate.

; ; Secretary’s note:Advice subsequently
ﬁBy unafnlmhouls: \éOte’l the fo"'(\)/lwnllg was received that the selection of Mr. Fisher
officers of the Federal Open Marketys Mmanager was satisfactory to the board

Committee were elected to serve untibf directors of the Federal Reserve Bank of
the election of their successors at thélew York.

first meeting of the Committee after

December 31, 1997, with the under- By unanimous vote, the Authoriza-
standing that in the event of the discontion for Domestic Open Market Opera-
tinuance of their official connection with tions shown below was reaffirmed.

the Board of Governors or with a Fed-

eral Reserve Bank, they would cease to

have any official connection with theAuthorization for Domestic
Federal Open Market Committee: Open Market Operations

Alan Greenspan Chairman 1. The Federal Open Market Committee
William J. McDonough  Vice Chairman  authorizes and directs the Federal Reserve
Bank of New York, to the extent necessary
Donald L. Kohn Secretary and to carry out the most recent domestic policy
Economist directive adopted at a meeting of the
Normand R.V. Bernard  Deputy Secretary Committee:

Joseph R. Coyne Assistant (&) To buy or sell U.S. Government
Secretary securities, including securities of the Federal

Gary P. Gillum Assistant Financing Bank, and securities that are direct
Secretary obligations of, or fully guaranteed as to

J. Virgil Mattingly, Jr. ~ General Counsel principal and interest by, any agency of the
Thomas C. Baxter, Jr. Deputy General United States in the open market, from or to

Counsel securities dealers and foreign and interna-

Michael J. Prell Economist tional accounts maintained at the Federal
Edwin M. Truman Economist Reserve Bank of New York, on a cash, regu-
lar, or deferred delivery basis, for the System

Jack H. Beebe, Robert A. Eisenbeis, Open Market Account at market prices, and,
Marvin S. Goodfriend, William C. for such Account, to exchange maturing U.S.

Hunter, David E. Lindsey, Frederic S. Government and Federal agency securities
Mishkin, Larry J. Promisel, Charles J. with the Treasury or the individual agencies
Siegman, Lawrence Slifman, and or to allow them to mature without replace-
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ment; provided that the aggregate amount auch agreement are not repurchased by the
U.S. Government and Federal agency securseller, they shall continue to be held by the
ties held in such Account (including forward Federal Reserve Bank or shall be sold in the
commitments) at the close of business on thepen market.
day of a meeting of the Committee at which 2. In order to ensure the effective conduct
action is taken with respect to a domestiof open market operations, the Federal Open
policy directive shall not be increased orMarket Committee authorizes and directs the
decreased by more than $8.0 billion during-ederal Reserve Banks to lend U.S. Gov-
the period commencing with the opening ofernment securities held in the System Open
business on the day following such meetingMarket Account to Government securities
and ending with the close of business on thelealers and to banks participating in Gov-
day of the next such meeting; ernment securities clearing arrangements
(b) When appropriate, to buy or sellconducted through a Federal Reserve Bank,
in the open market, from or to acceptanceinder such instructions as the Committee
dealers and foreign accounts maintained ahay specify from time to time.
the Federal Reserve Bank of New York, ona 3. In order to ensure the effective conduct
cash, regular, or deferred delivery basis, foof open market operations, while assisting
the account of the Federal Reserve Bank dh the provision of short-term investments
New York at market discount rates, primefor foreign and international accounts main-
bankers acceptances with maturities of up ttained at the Federal Reserve Bank of
nine months at the time of acceptance thdiew York, the Federal Open Market Com-
(1) arise out of the current shipment of goodsnittee authorizes and directs the Federal
between countries or within the UnitedReserve Bank of New York (a) for System
States, or (2) arise out of the storage withirDpen Market Account, to sell U.S. Govern-
the United States of goods under contract afnent securities to such foreign and interna-
sale or expected to move into the channels dfonal accounts on the bases set forth in
trade within a reasonable time and that arparagraph I(a) under agreements providing
secured throughout their life by a warehouséor the resale by such accounts of those
receipt or similar document conveying title securities within 15 calendar days on terms
to the underlying goods; provided that thecomparable to those available on such trans-
aggregate amount of bankers acceptancestions in the market; and (b) for New York
held at any one time shall not exceedBank account, when appropriate, to under-
$100 million; take with dealers, subject to the conditions
(c) To buy U.S. Government securities,imposed on purchases and sales of securities
obligations that are direct obligations of, orin paragraph I(c), repurchase agreements in
fully guaranteed as to principal and interest).S. Government and agency securities, and
by, any agency of the United States, ando arrange corresponding sale and repurchase
prime bankers acceptances of the typeagreements between its own account and
authorized for purchase under I(b) aboveforeign and international accounts main-
from dealers for the account of the Federatained at the Bank. Transactions undertaken
Reserve Bank of New York under agreewith such accounts under the provisions of
ments for repurchase of such securities, oblithis paragraph may provide for a service fee
gations, or acceptances in 15 calendar dayshen appropriate.
or less, at rates that, unless otherwise

expressly authorized by the Committee, shall \wjth Mr. Broaddus dissenting, the
be determined by competitive bidding, aﬂerAuthorization for Foreign Currency

applying reasonable limitations on the vol- . .
ume of agreements with individual dealers OP€rations shown below was reaffirmed.

provided that in the event Government secu-

rities or agency issues covered by any such

agreement are not repurchased by the deal&uthorization for Foreign

pursuant to the agreement or a renewa@urrency Operations

thereof, they shall be sold in the market

or transferred to the System Open Market 1. The Federal Open Market Committee
Account; and provided further that in theauthorizes and directs the Federal Reserve
event bankers acceptances covered by amank of New York, for System Open Market
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Account, to the extent necessary to carry ouio a maximum of 12 months with the follow-

the Committee’s foreign currency directiveing foreign banks, which are among those

and express authorizations by the Committedesignated by the Board of Governors of the

pursuant thereto, and in conformity with Federal Reserve System under Section 214.5

such procedural instructions as the Commitef Regulation N, Relations with Foreign

tee may issue from time to time: Banks and Bankers, and with the approval of
A. To purchase and sell the following the Committee to renew such arrangements

foreign currencies in the form of cable trans-on maturity:

fers through spot or forward transactions on

the open market at home and abroad, includ-

h - N . Amount
ing transactions with the U.S. Treasury, with  Foreign bank (millions of
the U.S. Exchange Stabilization Fund estab- dollars equivalent)
lished by Section 10 of the Gold ReserveAustrian National Bank 250
'A_‘Ct of ;934' with foreign monet_ary authori- National Bank of Belgiuh{.‘ S 1000
ties, with the .Bank for_ InternatlonaI_SettIe- Bank of Canada............................. 2,000
ments, and with other international financialNational Bank of Denmark.................... 250
institutions: Bankof England...................cocoiiin 3,000
' Bankof France......................oooou. 2,000
German FederalBank....................... 6,000
: i - Bankofltaly...............ooiiiiiiiat, 3,000
Austrlan schillings Italian lire BankofJapan................ooooiiiiit 5,000
Belgian francs Japanese yen }
. + Bank of MeXiCo...........ccovviiiiiiann 3,000
Canadian dollars Mexican pesos Netherlands Bank 500
Danish kroner Netherlands guilders etherlands Bank . ...,
; ; Bank of Norway ............coviniiiinannnnns 250
Pounds sterling Norwegian kroner
; Bank of Sweden..................oiiin 300
French francs Swedish kronor Swiss National Bank 4.000
German marks Swiss francs WISS NAUONAI BANK. . . .+ v ovcen vy
Bank for International Settlements
Dollars against Swiss francs................ 600

B. To hold balances of, and to have Dollars against authorized European
outstanding forward contracts to receive or currencies other than Swiss francs. . ... 1,250
to deliver, the foreign currencies listed in
paragraph A above. Any changes in the terms of existing swap

C. To draw foreign currencies and toarrangements, and the proposed terms of any
permit foreign banks to draw dollars undemew arrangements that may be authorized,
the reciprocal currency arrangements listeghall be referred for review and approval to
in paragraph 2 below, provided that drawthe Committee.
ings by either party to any such arrangement 3. All transactions in foreign currencies
shall be fully liquidated within 12 months undertaken under paragraph 1.A. above
after any amount outstanding at that timeshall, unless otherwise expressly authorized
was first drawn, unless the Committeepy the Committee, be at prevailing market
because of exceptional circumstances, speates. For the purpose of providing an invest-
cifically authorizes a delay. ment return on System holdings of foreign

D. To maintain an overall open posi- currencies, or for the purpose of adjusting
tion in all foreign currencies not exceedinginterest rates paid or received in connection
$25.0 billion. For this purpose, the overallwith swap drawings, transactions with for-
open position in all foreign currencies iseign central banks may be undertaken at
defined as the sum (disregarding signs) ofion-market exchange rates.
net positions in individual currencies. The 4. It shall be the normal practice to
net position in a single foreign currency isarrange with foreign central banks for the
defined as holdings of balances in that cureoordination of foreign currency transac-
rency, plus outstanding contracts for futurgions. In making operating arrangements
receipt, minus outstanding contracts fowith foreign central banks on System hold-
future delivery of that currency, i.e., as theings of foreign currencies, the Federal
sum of these elements with due regard t&keserve Bank of New York shall not commit
sign. itself to maintain any specific balance, unless

2. The Federal Open Market Commit-authorized by the Federal Open Market
tee directs the Federal Reserve Bank ofommittee. Any agreements or understand-
New York to maintain reciprocal currencyings concerning the administration of the
arrangements (“swap” arrangements) for theaccounts maintained by the Federal Reserve
System Open Market Account for periods upBank of New York with the foreign banks
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designated by the Board of Governors undeNational Advisory Council on International
Section 214.5 of Regulation N shall beMonetary and Financial Policies.
referred for review and approval to the 8. Staff officers of the Committee are
Committee. authorized to transmit pertinent information
5. Foreign currency holdings shall beon System foreign currency operations to
invested to ensure that adequate liquidity isppropriate officials of the U.S. Treasury
maintained to meet anticipated needs and ddepartment.
that each currency portfolio shall generally 9. All Federal Reserve Banks shall par-
have an average duration of no more thaticipate in the foreign currency operations
18 months (calculated as Macaulay durafor System Account in accordance with para-
tion). When appropriate in connection withgraph 3 G(1) of the Board of Governors’
arrangements to provide investment facilitiesStatement of Procedure with Respect to For-
for foreign currency holdings, U.S. Govern-eign Relationships of Federal Reserve Banks
ment securities may be purchased from fordated January 1, 1944.
eign central banks under agreements for

repurchase of such securities within 30 cal- \jth Mr. Broaddus dissenting, the

endar days. ; ; :
6. All operations undertaken pursuant t Foreign Currency Directive shown

the preceding paragraphs shall be reported€low was reaffirmed.
promptly to the Foreign Currency Subcom-
mittee and the Committee. The Foreign Cur-
rency Subcommittee consists of the Chair- . . .
man and Vice Chairman of the CommitteeForeign Currency Directive
the Vice Chairman of the Board of Gover-
nors, and such other member of the Board 1. System operations in foreign curren-
as the Chairman may designate (or in theies shall generally be directed at countering
absence of members of the Board serving ofdlisorderly market conditions, provided that
the Subcommittee, other Board membersgnarket exchange rates for the U.S. dollar
designated by the Chairman as alternatesgflect actions and behavior consistent with
and in the absence of the Vice Chairman ofhe IMF Article IV, Section 1.
the Committee, his alternate). Meetings of 2. To achieve this end the System shall:
the Subcommittee shall be called at the A. Undertake spot and forward pur-
request of any member, or at the request afhases and sales of foreign exchange.
the Manager, System Open Market Account ~ B. Maintain  reciprocal  currency
(“Manager”), for the purposes of review- (‘swap”) arrangements with selected for-
ing recent or contemplated operations angign central banks and with the Bank for
of consulting with the Manager on otherInternational Settlements.
matters relating to his responsibilities. At C. Cooperate in other respects with
the request of any member of the Subcomeentral banks of other countries and with
mittee, questions arising from such reviewsnternational monetary institutions.
and consultations shall be referred for 3. Transactions may also be undertaken:
determination to the Federal Open Market ~ A. To adjust System balances in light
Committee. of probable future needs for currencies.

7. The Chairman is authorized: B. To provide means for meeting Sys-

A. With the approval of the Commit- tem and U.S. Treasury commitments in par-

tee, to enter into any needed agreement dicular currencies, and to facilitate operations
understanding with the Secretary of the Treaof the Exchange Stabilization Fund.
sury about the division of responsibility for C. For such other purposes as may be
foreign currency operations between the Sysexpressly authorized by the Committee.

tem and the U.S. Treasury; 4. System foreign currency operations
B. To keep the Secretary of the Trea-shall be conducted: _
sury fully advised concerning System for- A. In close and continuous consulta-

eign currency operations, and to consult witHion and cooperation with the U.S. Treasury;
the Secretary on policy matters relating to ~ B. In cooperation, as appropriate, with
foreign currency operations; foreign monetary authorities; and

C. From time to time, to transmit C. In a manner consistent with the obli-
appropriate reports and information to thegations of the United States in the Inter-
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national Monetary Fund regarding exchang&€ommittee. All operations undertaken pursu-
arrangements under the IMF Article IV. ant to such clearances shall be reported
promptly to the Committee.
Mr. Broaddus dissented in the votes 1. The Manager shall clear with the Sub-
At ; aCommittee (or with the Chairman, if the
gn the Al:rt]horlzathg E;ﬂd ]Ehe g'rte.Ct“;eChairman believes that consultation with the
ecause they provide the toundaton 105, ycommittee is not feasible in the time
foreign exchange market intervention available):
He believed that the Federal Reserve’s  A. Any operation that would result in a
participation in foreign exchange mar-change in the System’s overall open position
ket intervention compromises its ability'" fore'gg curregcggg ex%(_eedmg $3?g m|II|or;
: ! on any day or million since the mos
g’ conduct mg)lnetary policy gffecuvely. recent regular meeting of the Committee.
ecause Stel'l |Zed |ntervent|on CannOt B. Any 0perat|on that would result in a
have sustained effects in the absenaghange on any day in the System’s net posi-
of conforming monetary policy actions,tion in a single foreign currency exceeding
Federal Reserve participation in foreignb150 million, or $300 million when the

exchange operations in his view risksg\?vggg?gwliigissouated with repayment of

one of two undesirable outcomes. First,” "¢~ any operation that might generate a
the independence of monetary policy isubstantial volume of trading in a particular
jeopardized if the System adjusts its poleurrency by the System, even though the
icy actions to support short-term foreignchange in the System’s net position in that

A urrency might be less than the limits speci-
exchange objectives set by the U.Sg oVt

Treasury. Alternativgly, the credi_bility D. Any swap drawing proposed by a
of monetary policy is damaged if theforeign bank not exceeding the larger of
System does not follow interventions(i) $200 million or (ii) 15 percent of the size
with compatible policy actions, the in- of the swap arrangement. _
terventions consequently fail to achieve_2- The Manager shall clear with the Com-
their objectives, and the System is assdy Lce (or with the Subcommittee, if the
. 0 ! ystem | ubcommittee believes that consultation
ciated in the mind of the public with the with the full Committee is not feasible in the
failed operations. time available, or with the Chairman, if the
By unanimous vote, the ProceduralChairman believes that consultation with the
Instructions with Respect to ForeignSubcommittee is not feasible in the time

: vailable):
Currency Operations shown below werd A. Any operation that would result in a

reaffirmed. change in the System’s overall open position
in foreign currencies exceeding $1.5 billion
since the most recent regular meeting of the

Procedural Instructions with Committee.
Respect to Foreign Currency B. Any swap drawing proposed by a
Operations foreign bank exceeding the larger of (i) $200

million or (ii) 15 percent of the size of the
In conducting operations pursuant to theswap arrangement.

authorization and direction of the Federal 3. The Manager shall also consult with
Open Market Committee as set forth in thehe Subcommittee or the Chairman about
Authorization for Foreign Currency Opera-proposed swap drawings by the System and
tions and the Foreign Currency Directive,about any operations that are not of a routine
the Federal Reserve Bank of New York,character.
through the Manager, System Open Market
Account (“Manager”), shall be guided by
the following procedural understandings L .
with respect to consultations and clearancerﬁduced from $2(_) p|II|on to. $5 billion
with the Committee, the Foreign Currencythe amount of eligible foreign curren-
Subcommittee, and the Chairman of thecies that the System was prepared to

By unanimous vote, the Committee
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“warehouse” for the U.S. Treasury andwere asked to indicate if they wished to
the Exchange Stabilization Fund (ESF)have any of the documents in question
Warehousing involves spot purchases gflaced on the agenda for consideration
foreign currencies from the U.S. Trea-at this meeting, and no requests for con-
sury or the ESF and simultaneous forsideration were received.
ward sales of the same currencies to the By unanimous vote, the minutes of
U.S. Treasury or the ESF at the thenthe meeting of the Federal Open Market
current forward market rates. The effecCommittee held on December 17, 1996,
of warehousing is to supplement thewere approved. The Committee also dis-
U.S. dollar resources of the U.S. Treacussed its long-standing practice of re-
sury and the ESF for financing the purdeasing the minutes a few days after the
chase of foreign currencies and relatedheeting at which they were approved,
international operations. The agreemenisually on the following Friday. The
had been enlarged from $5 billion tomembers agreed with a proposal to
$20 billion in early 1995 to facilitate advance the normal release to Thursday
U.S. participation in the Multilateral to facilitate the dissemination and public
Program to Restore Financial Stabilityunderstanding of these decisions.
in Mexico. No use of the warehousing The Manager of the System Open
facility had been made by the U.S. TreaMarket Account reported on develop-
sury or the ESF during this period, andments in foreign exchange markets since
in light of Mexico’s repayment to the the meeting on December 17, 1996.
U.S. Treasury of all the financing pro-There were no transactions in foreign
vided under the Program and the termieurrencies for System account during
nation of that Program, the Committeethis period, and thus no vote was
agreed that the size of the warehousingequired of the Committee.
arrangement should revert to $5 billion. The Manager also reported on devel-
The Report of Examination of the opments in domestic financial markets
System Open Market Account, con-and on System open market transactions
ducted by the Board’s Division of in government securities and federal
Reserve Bank Operations and Paymemtgency obligations during the period
Systems as of the close of business obecember 18, 1996, through Febru-
October 31, 1996, was accepted. ary 4, 1997. By unanimous vote, the
By unanimous vote, the Program forCommittee ratified these transactions.
Security of FOMC Information was The Manager advised the Committee
amended to update the document witlthat the anticipated pattern of reserve
regard to certain security classificationsneeds was such that he might want to
access to FOMC information, and attenadd considerably to the System'’s out-
dance at FOMC meetings. right holdings of U.S. government secu-
On January 23, 1997, the continuingities over the coming intermeeting
rules and other standing instructions operiod. By unanimous vote, the Com-
the Committee were distributed with themittee amended paragraph 1(a) of the
advice that, in accordance with proceAuthorization for Domestic Open Mar-
dures approved by the Committee, theket Operations to raise the limit on inter-
were being called to the Committee’smeeting changes in such holdings from
attention before the February 4-5 orga$8 billion to $12 billion for the period
nization meeting to give members arending with the close of business on the
opportunity to raise any questions theydate of the next meeting, March 25,
might have concerning them. Members997.
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The Committee then turned to a discent, its average level for the second
cussion of the economic and financiahalf of the year.
outlook, the ranges for the growth of Industrial production increased
money and debt in 1997, and the implesharply in November and December.
mentation of monetary policy over theThe gains in December were widely dis-
intermeeting period ahead. A summanyributed across manufacturing industries
of the economic and financial informa-but were held down by a steep decline
tion available at the time of the meetingin the output of utilities after a surge
and of the Committee’s discussion isn November. The production of aircraft
provided below, followed by the domes-and parts extended a strong uptrend. The
tic policy directive that was approved byutilization of total manufacturing capac-
the Committee and issued to the Federatly rose considerably further in Decem-
Reserve Bank of New York. ber, to a level slightly above its long-

The information reviewed at thisterm average.
meeting suggested that the growth of the Consumer spending registered a siz-
economy had strengthened markedly imble increase over the fourth quarter
the fourth quarter of 1996. To a largeafter having grown little during the sum-
extent the gain in final demand duringmer. In December total nominal retail
the quarter reflected a surge in exportsales rose considerably following a
but consumer spending also increasesimall decline in November. The Decem-
substantially after having risen at aber increases were spread across all
much reduced pace in the third quartemajor categories except for some further
Despite some slowing in the growth ofdecline in sales of building materials
business fixed investment and some eaand supplies. The most recent data on
ing in housing activity, the overall econ-services expenditures pointed to moder-
omy had expanded briskly as reflectecte advances in October and November.
in data on production and employmentSurveys indicated that consumer confi-
The tightness in labor markets had perdence had remained elevated in late
sisted and was evidenced by some cort996 and early 1997.
tinued acceleration in labor compensa- Housing starts fell appreciably in
tion in the fourth quarter. There was noDecember, evidently reflecting unusu-
discernible change in the underlyingally adverse weather conditions in sev-
trend in price inflation, although a spurteral parts of the country, and were down
in energy prices had resulted in fastesomewhat for the fourth quarter as a
increases in overall consumer and prowhole. The declines were concentrated
ducer prices than in the third quarter. in single-family units. Permits for new

Private payroll employment rosehome construction were little changed
appreciably further in December afterin December but edged lower for the
having recorded sizable increases ovdpurth quarter as a whole. Available data
October and November. The gaindndicated a somewhat slower pace of
remained widespread among employsales of new and existing homes in the
ment categories and continued to be letburth quarter.
by large advances in the services and Growth of business fixed investment
trade industries. Aggregate hours of primoderated considerably in the fourth
vate production workers and the averagguarter after having advanced sharply
workweek edged higher in the fourthin the previous quarter. The slowdown
quarter. The civilian unemployment ratereflected a small decline in spending on
was unchanged in December at 5.3 peproducer durable equipment that was
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more than offset by an apparent surgen energy prices. Excluding food and
in outlays for nonresidential structuresenergy items, consumer prices rose
Growth in spending on office, comput-modestly over the two months and
ing, and communications equipmentncreased less over the twelve months
slowed somewhat from the third-quarterending in December than over the pre-
pace but remained on a steep uptrendious twelve months. At the producer
Business investment in transportatiorlevel, a similar pattern prevailed in
equipment was weak in the fourth quarprices of finished goods, and there was
ter, as sales of heavy trucks fell furtheno evidence of increased price pressures
and work stoppages at a major manufacat earlier stages of production. Worker
turer prompted cuts in fleet auto sales itompensation as measured by the
October and November. employment cost index (ECI) and aver-
Business inventory investment pickedage hourly earnings of production and
up somewhat on average in October andonsupervisory workers rose consider-
November, with most of the increaseably further during the closing months
occurring in manufacturing. Trade inven-of 1996. For the year, both measures
tories increased moderately on balanceere up appreciably more than in 1995,
over the two-month period. Reflectingthough much of the acceleration in the
considerable strength in shipments an&ClI occurred in the first half of the year.
sales, however, inventory—sales ratios Atits meeting on December 17, 1996,
for most industries and trade groupingshe Committee issued a directive that
edged lower from their third-quartercalled for maintaining the existing
levels. degree of pressure on reserve positions.
The nominal deficit on U.S. trade inThe directive included a bias toward the
goods and services narrowed considepossible firming of reserve conditions to
ably in October and November from itsreflect a consensus among the members
rate in the third quarter. Nearly all thethat the risks remained biased toward
improvement was accounted for by éhigher inflation and that the next policy
very large increase in exports of goodsnove was more likely to be toward
and services. The rise was spread amorgpme tightening than toward easing. In
all major trade categories except autothis regard, the directive stated that in
motive products. Economic activity inthe context of the Committee’s long-
the major foreign industrial countriesrun objectives for price stability and
appeared to have continued to expand austainable economic growth, and giv-
a moderate rate on average in the fourting careful consideration to economic,
quarter. Available indicators suggestedinancial, and monetary developments,
relatively strong economic perfor-somewhat greater reserve restraint
mances in Japan, Canada, and theould be acceptable and slightly lesser
United Kingdom and slower growth in reserve restraint might be acceptable
the major continental European counduring the intermeeting period. The
tries. Further expansion was reported foreserve conditions associated with this
several large Latin American and somalirective were expected to be consistent
Asian economies. with some slowing of the growth of M2
Recent data pointed to little changeand M3 over coming months.
in underlying inflation trends. Overall Open market operations during the
consumer prices had continued undeintermeeting period continued to be
upward pressure in November andlirected toward maintaining the existing
December, boosted by large advancesegree of pressure on reserve positions.
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The federal funds rate rose briefly inloan growth. From the fourth quarter of
response to year-end pressures, but 1995 to the fourth quarter of 1996, M2
otherwise tended to remain close tavas estimated to have grown at a rate
the 5/ percent level expected with near the upper end of the Committee’s
an unchanged policy stance. Otheannual range and M3 at a rate appre-
short-term interest rates generally wereiably above the top of its range. Total
unchanged to slightly higher overdomestic nonfinancial debt had ex-
the intermeeting period. Rates orpanded moderately on balance over
intermediate- and long-term securitiegecent months and was estimated to have
edged higher on balance in reaction tgrown last year at a rate near the mid-
incoming data on economic activity thatpoint of its range.
were on the firm side of market expec- The staff forecast prepared for this
tations; the increases in such ratemeeting suggested that the expansion
appeared to be tempered, however, byould be sustained at a rate a bit above
favorable market reactions to new datahe economy’s estimated growth poten-
on wages and prices. The generally posiial. The increase in consumer spending
tive news on economic growth and infla-was projected to moderate somewhat
tion along with favorable reports onfrom its pace in the fourth quarter to a
earnings appeared to reinforce the optirate generally in line with the expected
mism of equity market investors, andrise in disposable income. Homebuild-
major indexes of stock prices increaseéhg was forecast to decline somewhat
markedly further over the intermeetingbut to stabilize at a relatively high level
period. in the context of continued income
In foreign exchange markets, thegrowth and the generally favorable cash
trade-weighted value of the dollar inflow affordability of home ownership.
terms of the other G-10 currencies ros8usiness spending on equipment and
substantially over the intermeetingstructures was projected to expand less
period. The rise, which was mostrapidly in light of some anticipated
pronounced against the Japanese yestowing in the growth of sales and prof-
and continental European currenciedts. Fiscal policy and the external sector
appeared to reflect market perceptiongere expected to exert small restraining
of unexpectedly strong economicinfluences on economic activity over
growth in the United States and a risk otthe year ahead. With resource utilization
faltering growth in the other countries.high and rising, consumer price infla-
The dollar appreciated less against stetion, as measured by the CPI excluding
ling and declined somewhat against théhe relatively volatile food and energy
Canadian dollar in apparent response tocomponents of the index, was forecast
expectations of relative strength in theo increase slightly this year in the
economies of those countries. context of some further pickup in the
After having grown at a considerablygrowth of labor compensation that
faster rate in the fourth quarter, M2 andwould include another legislated rise in
M3 apparently increased at a more modthe federal minimum wage.
erate but still brisk pace in January. The Inthe Committee’s discussion of cur-
expansion of both aggregates likely wasent and prospective economic develop-
boosted by strong income growth, andnents, members commented that the
the relatively rapid expansion of M3robust performance of the economy in
reflected heavy bank reliance on thdhe fourth quarter partly reflected some
managed liabilities in M3 to fund robustsources of strength, notably a surge in
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exports, that were evidently temporaryrange of % to 5%z percent for the fourth
and they anticipated substantial moderaguarter of the year. With regard to nomi-
tion in the pace of the expansion ovemnal GDP growth in 1997, the forecasts
the period ahead. The outlook was subwere mainly in a range of¥4 to 4% per-
ject to considerable uncertainty, but agent, with an overall range of%4 to
they assessed the numerous factors be&?#s percent. Nearly all the members
ing on prospective developments, thanticipated a small decline in the rate
members generally concluded as thegf inflation in 1997, as measured by
had at previous meetings that furthethe consumer price index, from that
growth in aggregate demand at a rateecorded in 1996. Specifically, the pro-
averaging near or a bit above the econgections converged on rates of/2to
my’s potential remained a reasonabl& percent and a full range of2 to
expectation. Many observed, howeverd¥z percent in 1997. These forecasts
that the risks to such an outlooktook account of expected developments
appeared to be tilted to the upside. Thé the food and energy sectors and fur-
strength of the expansion in the fourthther technical improvements in the index
quarter, and in fact over 1996 as &y the Bureau of Labor Statistics, both
whole, had heightened concerns that thef which were expected to trim the
economy had considerable forward moreported rate. The projections were
mentum at a time when it was alreadybased on individual views concerning
operating at a level, especially withwhat would be an appropriate policy
regard to labor resources, that could tendver the projection horizon to further
to generate rising inflationary pressuregrogress toward the Committee’s goals.
Indeed, in the view of at least some In their review of developments in
members, growth of aggregate demankley sectors of the economy, members
in line with increases in potential outputobserved that the available data and
posed a risk of rising price inflation anecdotal information indicated consid-
because the recent relatively favorablerable strength in consumer spending in
price performance was seen in this viewecent months, and they referred to a
as reflecting at least in part the behavionumber of underlying factors that should
of special factors that could dissipatehelp to sustain at least moderate further
over the projection horizon. growth in such spending. The latter
In keeping with the practice at meet-included the solid expansion in employ-
ings when the Committee establishes itmment and incomes, the increased finan-
long-run ranges for the growth of moneycial wealth of many consumers, and the
and debt aggregates, the members diigh level of consumer confidence as
the Committee and the Federal Reserviadicated by recent surveys. However,
Bank presidents not currently serving asnembers also cited some factors that
members had provided individual pro-would tend to restrain the growth in
jections of the growth in real and nomi-consumer spending. Among these fac-
nal GDP, the rate of unemployment, andors were the effects of the high level
the rate of inflation for the year 1997.of consumer debt and rising repayment
The forecasts of the rate of expansion iproblems on both the willingness of
real GDP had a central tendency of 2 tdhouseholds to borrow and of finan-
2¥4 percent and a full range of 2 tocial intermediaries to lend, the likely
2Y> percent. The projections of the civil-absence of pent-up demands after an
ian unemployment rate associated witlextended period of expansion, and the
these growth expectations were all in gossibility of a setback in the stock
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market. It was difficult to evaluate how forecasts, as in 1996, could not be ruled
these differing factors would on bal-out.
ance affect consumer spending, but the Fiscal policy and foreign trade also
members concluded that the consumewxere seen as likely to exert some mod-
sector was likely to provide impor- est restraint on overall economic activ-
tant support for sustained economidty. Federal purchases of goods and ser-
expansion. vices still appeared to be on a declining
The growth in business capital spendtrend. Although fiscal policy negotia-
ing was expected to moderate somewhdaions were likely to be difficult and their
in 1997 in association with sloweroutcome was uncertain, members felt
growth in sales, profits, and cash flowsthat there was some basis for anticipat-
It also seemed likely after several yearéng the enactment of further legislation
of robust investment expenditures thathis year to help bring the federal budget
many business firms now had high levinto eventual balance. The large increase
els of up-to-date capital stock relative tan exports in the fourth quarter clearly
planned production. Members referredyas associated with temporary develop-
however, to a number of favorable fac-ments, and net exports were expected
tors that should continue to support ato weaken this year, reflecting both
least moderate further growth in busi-some reversal of recent developments
ness investment, including the attractivand the earlier appreciation of the dollar.
pricing of and ongoing rapid technologi-Some members reported that business
cal improvements in computer and comeontacts had already communicated
munications equipment and the wideconcerns about increased competitive
availability of equity and debt financing pressures from imports because of the
on favorable terms to business firmsrise in the foreign exchange value of the
Members also reported that commerciadiollar.
building activity had improved in many Members commented that inflation
areas. Some noted a tendency to undetad remained remarkably subdued, but
estimate the strength of overall businesthey expressed considerable concern
investment in recent years, including thebout the risks of rising inflation in the
stimulus provided by efforts to improve context of high levels of resource use.
productivity in highly competitive They referred in particular to statistical
markets. indications, supported by anecdotal
While indicators of housing activity reports from around the nation, of very
had been somewhat erratic over théight conditions in labor markets and
past several months, members sensedsame upward pressures on wages. Thus
somewhat softer tone on balance in thigar, the rise in compensation had been
sector of the economy. This assessmehtld down by diminishing increases
was supported by anecdotal observan worker benefit costs, and productivity
tions in several regions across the courgains also appeared to have had a favor-
try. Against the background of theable effect on unit labor costs. In addi-
increase that had occurred earlier irion, the increases in wages themselves
mortgage financing costs and forecastisad continued to be restrained by appar-
of some slowing in the growth of jobs ent worker concerns about job security.
and incomes, the housing sector wa3o date, there was no evidence that pres-
likely to weaken slightly over the com- sures stemming from tight labor markets
ing year, but some members commentedad been passed through to a measur-
that surprises on the upside of currenable extent to higher prices.
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While the absence of increasing price In reviewing the tentative ranges, the
inflation was a welcome developmentmembers took note of a staff projection
members were concerned that the breakdicating that M2 and M3 likely would
with historical patterns might not per-grow in 1997 at rates close to the upper
sist. If labor markets remained undeiimit of those ranges, given the Commit-
pressure, nominal compensation costiee’s expectations for the performance
were likely to pick up at some point asof the economy and prices and assuming
one-time savings in worker benefit cost$i10 major changes in interest rates. The
ran out and as workers became lesstaff analysis anticipated that the veloci-
willing to trade off lower wages for ties of the broad monetary aggregates
increased security; such a developmentould continue to behave in the rela-
would foster increases in labor costs thatively stable and predictable manner that
ultimately would feed through to higher had re-emerged in the last few years and
prices. The members did not anticipateéhat was closer to historical norms than
a sudden surge in inflation, but manyhad been the case in the early 1990s.
expressed concern about the possibility The greater measure of predictability
of a gradual upcreep in coming quarterén velocity recently was an encouraging
that might become more considerablelevelopment, but in view of the substan-
later. They generally expected a smaltial changes in financial markets and
decline in overall price inflation this the increased availability of investment
year, reflecting favorable developmentslternatives it would be premature to
in food and energy and, for the CPl,assume that the pattern would necessar-
further technical improvements by theily continue going forward. Given the
Bureau of Labor Statistics; howeversubstantial uncertainty still attached to
they believed that the risks to their fore-projections of money growth consistent
casts were in the direction of greatewith the Committee’s basic objectives
inflation, and several noted in particulaifor monetary policy, the members
that projected declines in energy pricesgreed that there was no firm basis for
might not materialize as soon or to thechanging the tentative ranges set in July
extent assumed in many forecasts. 1996. Adopting higher ranges, which

In keeping with the requirements ofwould be more closely centered on
the Full Employment and Balancedmoney growth thought likely to be con-
Growth Act of 1978 (the Humphrey—sistent with the Committee’s expecta-
Hawkins Act), the Committee reviewedtions for economic activity and prices,
the ranges for growth of the monetarycould be misinterpreted as indicating
and debt aggregates in 1997 that ithat the Committee had become much
had established on a tentative basis amore confident of the predictability of
its meeting in July 1996. Those rangewelocity and was placing greater empha-
included expansion of 1 to 5 percent forsis on M2 and M3 as gauges of the
M2 and 2 to 6 percent for M3, measuredhrust of monetary policy. One member,
from the fourth quarter of 1996 to thewhile agreeing with this assessment,
fourth quarter of 1997. The monitoringemphasized that a continuation of a
range for growth of total domestic nonfi-stable and predictable pattern of veloc-
nancial debt was provisionally set at 3 taty behavior would raise the question as
7 percent for 1997. The tentative rangeso whether the Committee should return
for 1997 were unchanged from theto setting ranges consistent with its
actual ranges adopted for 1995 (in Julgxpectations for economic develop-
of that year for M3) and 1996. ments. Nonetheless, from a longer-run
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perspective, the tentative ranges readily In the Committee’s discussion of pol-
encompass rates of growth of M2 andcy for the intermeeting period ahead, all
M3 that, if velocity were to behave in the members favored or could support a
line with historical experience, could beproposal to maintain an unchanged pol-
expected to be associated with approxiicy stance; the members also strongly
mate price stability and a sustainablesupported the retention of a bias toward
rate of real economic growth. In thatrestraint. An unchanged policy seemed
regard, they continue to serve the usefudppropriate with inflation still quiescent,
purpose of benchmarking money growttwith few signs of emerging price pres-
consistent with the Committee’s long-sures, with growth in economic activity
run goal of price stability. seen as likely to moderate appreciably
At the conclusion of its discussion, from the unexpectedly strong and unsus-
the Committee voted to approve withoutainable pace of the fourth quarter, and
change the tentative ranges for 1997 thavith considerable uncertainty about
it had established in July of last year. Infuture inflationary developments. How-
keeping with its usual procedures undeever, the members emphasized that the
the Humphrey—Hawkins Act, the Com-extent of the slowdown in economic
mittee would review its ranges at mid-expansion was unclear and that the per-
year, or sooner if interim conditionssisting, or even greater, tightness of
warranted, in light of the growth andlabor markets, coupled with potentially
velocity behavior of the aggregates andaster growth in worker benefits and
ongoing economic and financial devel-diminishing worker insecurity, could put
opments. Accordingly, the following added upward pressure on labor costs
statement of longer-run policy for 1997and induce some increase in price infla-
was approved for inclusion in thetion over time. Even so, most members
domestic policy directive: thought that inflation likely would
remain contained for some period ahead
The Federal Open Market Committee@Nd that any strengthening in inflation
seeks monetary and financial conditions thgoressures probably would be gradual,
will foster price stability and promote sus-allowing the Committee to respond in a

tainable gI’OWth in Output. In furtherance Oftlmely manner. Several also Commented
these objectives, the Committee at this mee

ing established ranges for growth of M2 anaihat a tlghtenlln.g pollcy a(_:tlon was not
M3 of 1 to 5 percent and 2 to 6 percentdenerally anticipated in financial mar-
respectively, measured from the fourth quarkets, and a move at this time could have

ter of 1996 to the fourth quarter of 1997. Theexaggerated repercussions. A few mem-
monitoring range for growth of total domes-perg emphasized, however, that the
tic nonfinancial debt was set at3to7percenrtecent surge in economic activity had

for the year. The behavior of the monetary ~. L
aggregates will continue to be evaluated if@is€d the probability that the level of

the light of progress toward price level sta-€CONomic output was now above the
bility, movements in their velocities, and economy’s long-run potential, and with-
developments in the economy and financiabut a significant slowing in economic
markets. growth, inflationary pressures were
more likely to increase over the forecast
Votes for this action: Messrs. Greenspanhorizon. While an immediate tightening
MCDO”OUgh‘ Broaddus, Guynn, Kelley, o¢ nolicy would help to forestall such
eyer, Moskow, Parry, Mses. Phillips and .
Rivlin. Votes against this action: None.@ buildup of pressures, the members
Absent and not voting: Mr. Lindsey and agreed that current uncertainties about
Ms. Yellen. the outlook for both the rate of expan-
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sion and inflation warranted a continu- The Federal Reserve Bank of New

ing “wait and see” policy stance, or at York was authorized and directed, until

least made such a policy acceptable anstructed otherwise by the Committee,

this juncture. to execute transactions in the System
In their discussion of possible adjust-Account in accordance with the follow-

ments to policy during the intermeetinging domestic policy directive:

period, the members recognized that an

asymmetric directive tilted toward tight- The information reviewed at this meet-

ening was consistent with their generaj,g g ggests that the economic expansion
view that the risks were now morestrengthened markedly in the fourth quarter.
clearly in the direction of an upward Private nonfarm payroll employment
trend in inflation. They agreed that theincreased appreciably further in Decem-
current environment called for carefulPer after sizable gains over October and
Ctori f new develobments andNove_mber. The civilian unemployment rate
monrtoring or p . remained at 5.3 percent in December. Indus-
for prompt action by the Committee tOtrial production rose sharply in November
counter any tendency for price inflationand December. Consumer spending posted
to rise and for higher inflation expecta-a large increase in the fourth quarter after a
tions to become embedded in financigfummer lull. Housing activity moderated

: L . somewhat over the closing months of the
markets and economic demsmnmakm%ear_ Growth in business fixed investment

more generally. Indeed, in the interest ojowed substantially in the fourth quarter
fostering a continuation of sustainableafter a sharp rise in the third quarter. The
growth of the economy, it would be nominal deficit on U.S. trade in goods and

desirable to tighten before anv siagn ofervices narrowed considerably in October
d Y SI9N OFnd November from its rate in the third

acf[ual higher inflation were to becomequarter. Advances in labor compensation

evident. , _ trended up in 1996, but price inflation gen-
At the conclusion of the Committee’serally diminished apart from enlarged

discussion, all the members indicatedhcreases in food and energy prices.

that they supported a directive that Most market interest rates have changed

called for maintaining the existing little or risen slightly since the Committee

d f i meeting on December 17, 1996. In foreign
egree Of pressure on reserve posilions change markets, the trade-weighted value

and that retained a bias toward the possf the dollar in terms of the other G-10
sible firming of reserve conditions dur-currencies has increased substantially over
ing the intermeeting period. Accord-the intermeeting period.

ingly, in the context of the Committee's , Brobin of 112 876 V& SEERIEnec on
long-run objectives for price stability (5" 3 continued at a fairly brisk, though

and sustainable economic growth, angiminished, pace in January. From the fourth
giving careful consideration to eco-quarter of 1995 to the fourth quarter of 1996,
nomic, financial, and monetary devel-M2 is estimated to have grown near the

opments, the Committee decided thaypper end of the Committee’s annual range

. and M3 well above the top of its range. Total
somewhat greater reserve restrai omestic nonfinancial debt has expanded

would be acceptable and slightly lessefygderately on balance over recent months
reserve restraint might be acceptabland is estimated to have grown last year near
during the intermeeting period. Thethe midpoint of its range. _
reserve conditions contemplated at thigelﬂg ch;de?Q?L g%ef?naMngi;ﬁegor%i)trigwgttﬁZt
meet|r_1% were ex%ecte_d t(.) bhe CONSISEA foster price stability and promote sus-
tent with some moderation in the expaniainaple growth in output. In furtherance of
sion of M2 and M3 over coming these objectives, the Committee at this meet-
months. ing established ranges for growth of M2
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and M3 of 1 to 5 percent and 2 to 6 percenPresent:

respectively, measured from the fourth quar-
ter of 1996 to the fourth quarter of 1997. The
monitoring range for growth of total domes-
tic nonfinancial debt was set at 3 to 7 percent
for the year. The behavior of the monetary
aggregates will continue to be evaluated in
the light of progress toward price level sta-
bility, movements in their velocities, and
developments in the economy and financial
markets.

In the implementation of policy for the
immediate future, the Committee seeks to
maintain the existing degree of pressure on
reserve positions. In the context of the Com-
mittee’s long-run objectives for price sta-
bility and sustainable economic growth, and
giving careful consideration to economic,
financial, and monetary developments, some-
what greater reserve restraint would or
slightly lesser reserve restraint might be
acceptable in the intermeeting period. The
contemplated reserve conditions are ex-
pected to be consistent with some modera-
tion in the expansion of M2 and M3 over
coming months.

Votes for this action: Messrs. Greenspan,
McDonough, Broaddus, Guynn, Kelley,
Meyer, Moskow, Parry, Mses. Phillips and
Rivlin. Votes against this action: None.
Absent and not voting: Mr. Lindsey and
Ms. Yellen.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, March 25, 1997.

The meeting adjourned at 11:35 a.m.

Donald L. Kohn
Secretary

Meeting Held on
March 25, 1997

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, March 25, 1997, at
9:00 a.m.

Mr. Greenspan, Chairman

Mr. McDonough, Vice Chairman
Mr. Broaddus

Mr. Guynn

Mr. Kelley

Mr. Moskow

Mr. Meyer

Mr. Parry

Ms. Phillips

Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Messrs. Boehne, McTeer, and Stern,
Presidents of the Federal Reserve
Banks of Philadelphia, Dallas, and
Minneapolis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Eisenbeis, Goodfriend, Hunter,
Lindsey, Mishkin, Siegman, and
Stockton, Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Winn, Assistant to the Board,
Office of Board Members, Board
of Governors

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Mr. Hooper, Assistant Director,
Division of International Finance,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors



Minutes of FOMC Meetings, March115

Messrs. Dewald, Hakkio, Lang, ket Operations to raise the limit on inter-
Rolnick, and Rosenblum, Senior meeting changes in such holdings from
\égﬁkzrgfs'sﬂéﬂfdi;eggﬁgazegﬁ;‘,’e $8 billion to $12 billion for the period
Philadelphia, Minneapolis, and ending with the close_of business on the
Dallas respectively date of the next meeting, May 20, 1997.

Messrs. Altig, Bentley, Judd, and The Committee then turned to a dis-
Eggg'ﬁé \éigr?kzrgfsgleemesl’a Ir:]gderal cussion of the economic outlook and the

-V ' implementation of monetary policy over
ggg%oﬁlégsan-':ram'sco’ and theIO intermeeting period ahead. A sum-
pectively ) . .
mary of the economic and financial
information available at the time of the
By unanimous vote, the minutes ofmeeting and of the Committee’s discus-
the meeting of the Federal Open Markesion is provided below, followed by
Committee held on February 4-5, 1997the domestic policy directive that was
were approved. approved by the Committee and issued
The Manager of the System Opento the Federal Reserve Bank of
Market Account reported on recentNew York.
developments in foreign exchange mar- The information reviewed at this
kets. There were no System open markeheeting suggested that the economy had
transactions in foreign currencies duringontinued to expand at a relatively
the period since the meeting on Febrobust pace in early 1997 after having
ruary 4-5, 1997, and thus no vote wastrengthened markedly in the fourth
required of the Committee. quarter of 1996. Much of the more
The Manager also reported on develrecent growth reflected further accelera-
opments in domestic financial marketgion in consumer spending, but business
and on System open market transaaapital expenditures, housing activity,
tions in U.S. government securitiesand an upturn in inventory invest-
and federal agency obligations dur-ment also had contributed to the recent
ing the period February 5, 1997, throughincrease in total expenditures. By con-
March 24, 1997. By unanimoustrast, available data pointed to a sharp
vote, the Committee ratified thesedrop in net exports after a surge in the
transactions. fourth quarter. To meet the strong aggre-
The Manager advised the Committegyate demand, employment had recorded
that he continued to anticipate a patteranother large advance in early 1997 and
of reserve needs that might requiréndustrial production had risen some-
another unusually large addition to thewhat further. The underlying trend in
System’s outright holdings of U.S. gov-consumer price inflation had remained
ernment securities during the relativelysubdued, but the increase in average
long intermeeting period ahead. Thehourly earnings had continued to edge
limit on increases in outright holdings higher early this year.
between meetings had been raised to Private nonfarm payroll employment
$12 billion at the February meeting, androse substantially further in January and
the Manager requested that the highdfebruary. The gains continued to be led
limit be retained for the upcoming by sizable advances in the services and
period. By unanimous vote, the Com-rade industries. Employment in con-
mittee amended paragraph 1(a) of thstruction increased considerably over
Authorization for Domestic Open Mar-the two months, largely because of
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unseasonably warm weather across Recenttrends in orders and shipments
much of the country in February that ledpointed to a sizable further rise in out-
to an earlier-than-usual pickup in build-lays for producers’ durable equipment
ing activity. Aggregate hours of privatein early 1997, largely reflecting con-
production workers, which were alsotinued rapid growth in purchases of
affected by changing weather condicomputers and some further increase
tions, were up appreciably on balancén spending for communications equip-
over the two months, and the avermment. Expenditures for other types of
age workweek increased considerablygquipment remained little changed. In
reaching a new recent high in Februthe nonresidential construction sector,
ary. The civilian unemployment rate, attrends in contracts suggested some fur-
5.3 percent in February, was unchangether spending gains in most market
from its average level in the second halegments after strong advances in the
of 1996. fourth quarter. Manufacturing and trade
Industrial production rose appreciablyinventories rose somewhat in January,
in February after having declinedroughly offsetting small declines over
slightly in January. The Februarythe previous two months. With sales
advance resulted from a surge in th@nd shipments rising rapidly in January,
manufacturing of durable goods that wasnventory—sales ratios for a wide range
only partly offset by a plunge in the of industries dropped further from
output of utilities associated with unsea-already low levels.
sonably mild weather in that month. The The nominal deficit on U.S. trade
utilization of total manufacturing capac-in goods and services widened substan-
ity was unchanged on balance over théally in January from its temporarily
two months at a level slightly above itsdepressed rate in the fourth quarter.
long-term average. Nearly all the deterioration in the trade
Consumer spending strengthenedalance reflected a sharp rise in imports;
considerably further in early 1997 afterthat increase was largely the result of a
having registered a sizable increase oveebound in automotive shipments from
the fourth quarter. Nominal retail salesCanada, which had been temporarily
rose sharply in January and Februaryreduced by a strike. Recent information
The gains over the two months wereon economic activity in the G-7 coun-
concentrated in sales of durable gooddries suggested continued expansion at a
including motor vehicles and building moderate rate on average in early 1997,
materials. Spending on services roseut rates of expansion had continued
strongly in January (latest data) buto diverge among those economies.
may have moderated in February wheiGrowth in output still appeared to be
milder-than-normal weather held downrelatively strong in Japan, Canada,
heating costs. Recent surveys indicatednd the United Kingdom, while much
that consumer confidence had risen tweaker economic performances were
the highest levels in many years. indicated for the major continental
Housing construction rose sharply inEuropean countries. The economies of
February after two months of relativelythe major developing countries in Latin
depressed activity. On balance, variougimerica and eastern Asia apparently
indicators of housing activity had beencontinued to expand in late 1996.
mixed over the past several months and Data for January and February were
did not suggest any clear trend in spendeonsistent with the continuation of a
ing for new housing. subdued trend in underlying price infla-
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tion. Overall consumer price inflation and that the next policy move was more
moderated somewhat over the twdikely to be toward some tightening than
months from its pace in the fourth quartoward easing. In this regard, the direc-
ter; smaller increases in energy pricesive stated that in the context of the
were an important factor in the slow-Committee’s long-run objectives for
down, but prices of consumer itemsprice stability and sustainable economic
other than food and energy alsogrowth, and giving careful consideration
advanced at a slower rate over the firsio economic, financial, and monetary
two months of the year. For the twelvedevelopments, somewhat greater reserve
months ending in February, consumerestraint would be acceptable and
prices excluding food and energy roselightly lesser reserve restraint might
somewhat less than they had over thbe acceptable during the intermeeting
preceding twelve months; a developperiod. The reserve conditions associ-
ment contributing importantly to the ated with this directive were expected to
deceleration was a smaller rise in nonbe consistent with some slowing of the
oil import prices associated with thegrowth of M2 and M3 over coming
appreciation of the dollar. At the pro-months.
ducer level, overall prices of finished Over the period since the February
goods declined somewhat in Januaryneeting, open market operations were
and February, reflecting an appreciabléirected toward maintaining the existing
drop in the food and energy compo-degree of pressure on reserve positions.
nents. For the twelve months ending irFederal funds continued to trade mainly
February, the increase in the overalht rates close to the¥s percent level
index of finished goods prices was littleexpected with an unchanged policy
changed from that over the precedingtance, though the rate did at times fall
twelve months, but excluding food andbelow that level in conjunction with
energy prices, which had registeredinanticipated shortfalls in demands
sizable advances in 1996, the rise wafr excess reserves. Most other market
considerably smaller over the latesinterest rates rose somewhat over the
twelve-month period. At early stages ofintermeeting period in apparent response
processing, however, some produceto indications of stronger-than-expected
prices had moved up in recent monthseconomic activity, perceptions that the
Average hourly earnings of productionFederal Reserve had become more con-
and nonsupervisory workers postedterned about a possible buildup in infla-
small further increases in January andion pressures, and perhaps disappoint-
February but were up appreciably morenent over the prospects for legislation
over the twelve months ending in Feb+to reduce the federal budget deficit. In
ruary than over the preceding twelvethese circumstances, expectations built
months. that monetary policy would be tight-
At its meeting on February 4-5, 1997 ened. The rise in most market interest
the Committee issued a directive thatates was accompanied by slight
called for maintaining the existing declines in a number of major indexes
degree of pressure on reserve positionsf stock market prices, although stock
The directive included a bias toward theprices in some industries posted more
possible firming of reserve conditions,pronounced declines.
reflecting a consensus among the mem- In foreign exchange markets, the
bers that the risks were clearly in thetrade-weighted value of the dollar in
direction of an upward trend in inflation terms of the other G-10 currencies rose
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further over the intermeeting period.quarters, partly reflecting the rise that
The dollar's appreciation appeared talready had occurred in mortgage inter-
reflect spreading perceptions of a relaest rates. The staff continued to antici-
tively strong U.S. expansion and associpate that fiscal policy and the external
ated increases in U.S. interest rates consector would exert mildly restraining
pared with those abroad. The dollar'seffects on economic activity over the
rise was most pronounced against thgear ahead. With resource utilization
continental European currencies. high and labor compensation rising, core
Growth of M2 moderated somewhatconsumer price inflation was forecast to
in January and February from a briskincrease slightly over the year ahead.
pace in late 1996, while expansion of Inthe Committee’s discussion of cur-
M3 remained rapid in both months. Datarent and prospective economic develop-
for the first part of March suggestedments, members referred to the wide-
diminished growth of both aggregatesspread statistical and anecdotal evidence
The appreciable further expansion othat the surprising strength in economic
these broad aggregates thus far this yeactivity over the closing months of 1996
probably continued to reflect elevatedvas persisting in 1997. Some observed
income growth, and the relative strengthhat it was difficult to detect signs of
of M3 was associated to an importantveakness or imbalances in domestic
extent with heavy bank reliance onsectors of the economy. While the mem-
large-denomination time deposits tobers believed that some slowing in the
fund robust asset growth. M3 also conexpansion was inevitable, they felt that
tinued to be boosted by the rapid growtlsubstantial uncertainty surrounded the
of money market mutual funds. Thetiming and extent of such slowing in the
expansion of total domestic nonfinanciauarters ahead. Continued growth near,
debt appeared to have slowed in ther even somewhat below, the recent
early part of the year in conjunctionpace would raise resource utilization
with reduced borrowing by both federalrates further from their already high
and state governments, which werdevels. Although labor markets already
drawing down cash balances. were tight, inflation had remained rela-
The staff forecast prepared for thistively subdued, and there were no signs
meeting suggested that the expansion iim price data that it was picking up.
economic activity would slow in com- However, the risks of a rise in inflation
ing quarters to a pace somewhat abovdown the road had increased apprecia-
that of the economy’s estimated potenbly as a result of the strength of aggre-
tial and would moderate a bit further ingate demand and the increase in pres-
1998. Growth in consumer spendingsures on resources that likely would
was expected to decline appreciablyaccompany it absent a firming in finan-
from its recent pace but to remain fairlycial conditions.
brisk over the quarters ahead, supported In their discussion of the outlook for
by further projected gains in employ-spending in key sectors of the economy,
ment and incomes. Expansion in busimembers emphasized the strength of
ness spending on equipment and struconsumer spending in recent months.
tures also was projected to moderateéThey noted that anecdotal reports from
but to a still relatively high rate, in asso-numerous parts of the country and
ciation with smaller increases in salesurveys indicating very high levels of
and profits. Housing construction wasconsumer confidence tended to confirm
forecast to drift lower over coming statistical evidence of an ebullient con-
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sumer sector. While the recent surge ifmndicated the emergence of speculative
consumer demand probably was supbuilding activity. On the other hand, in
ported mainly by rapid growth in em- some regions, signs of slowing nonresi-
ployment and labor income, it seemediential construction were reported.
possible that consumers also were re- Housing construction activity had
sponding increasingly to the run-up influctuated in recent months, largely in
household net worth stemming from theresponse to changing weather condi-
earlier buoyant performance of the stockions, but such construction appeared to
market. The effects of rising financialbe little changed on balance. Recent
wealth on consumer spending were diffianecdotal reports pointed to improving
cult to isolate, and they were undoubthousing markets in several regions and
edly restrained by efforts to accumulatéo some easing in a few. Looking ahead,
savings for future expenditures suchthe members generally anticipated that
as college expenses and retiremenhousing activity would be maintained at
Moreover, the constraints on spending relatively high level, perhaps slightly
imposed by the high debt burdens obelow that prevailing on average in
many households tended to exert at leastcent quarters, barring unanticipated
a partly offsetting influence on overalldevelopments in the broader economy
consumer spending. On balance, hower in financial markets. Although the
ever, the members believed that the corrise that had occurred in mortgage inter-
sumer sector was likely to provideest rates was a somewhat inhibiting
major ongoing support to the expansioninfluence on the prospects for housing,
though the increases in consumer spendiavorable factors noted during the meet-
ing probably would diminish in the ing included the ongoing effects of
context of more restrained growth inthe large gains in stock market wealth,
jobs and incomes. A number of mem-=sizable increases in employment and
bers expressed the view, however, thahcomes, and a still relatively favor-
the risks to such a forecast were in theble cash-flow affordability of home
direction of more robust consumerownership.
spending. The persisting efforts by business
Business fixed investment, which hadirms to economize on their inventories
remained on a steep uptrend for armad reduced the latter to quite low levels
extended period, also was expected tm relation to sales. In the circumstances,
provide continuing though moderatingcurrent inventory levels were viewed
stimulus to the overall economic expanas an upside risk to the expansion that
sion. Growth in expenditures for busi-could be triggered by unexpected
ness equipment was forecast to declinstrength in final demand. Absent an
from the extraordinary pace of recentupside surprise in demand, inventories
years, despite continuing brisk demandnight be expected to remain a slightly
for computers and communicationspositive factor in the economic outlook;
equipment. With regard to the outlookand if growth in final demand were to
for nonresidential building activity, moderate more than anticipated, the cur-
anecdotal reports from several regionsently lean inventories could be viewed
pointed to a further pickup in commer-as minimizing the risks of accumulating
cial construction associated with declinweakness in the near term.
ing vacancy rates, rising property values The outlook for fiscal policy remained
and rents, and readily available financone of modest restraint; on the basis
ing. Indeed, reports from a few areaf existing legislation, reductions were
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anticipated in constant-dollar purchasea substantial period of economic expan-
of goods and services by the federasion at a rate that exceeded the esti-
government in fiscal years 1997 andmated growth of potential had generated
1998. A key element in the potentialincreasing concerns of rising infla-
impact of fiscal policy was the uncertaintionary pressures in an economy that
outcome of the current effort to elimi- already was operating at high levels of
nate the federal deficit over time.resource utilization. Members observed
Although success in that effort probablyin this regard that while there was little
would have little effect on the govern-evidence of growing demand pressures
ment's budget position over the nexton capital resources, the tightness in
few years, it likely would have some labor markets appeared to be intensify-
beneficial repercussions on business aridg. Indications of such a development
consumer confidence and possibly alsmcluded not only widespread anecdotal
on financial markets. Financial marketgeports but a variety of data such as
would be especially positively affectedinitial claims, insured unemployment,
by an agreement to reduce significanthand help-wanted advertising. The rise in
the growth of entitlements, which wouldlabor force participation to a high per-
damp government spending and deficitsentage of the working age population
over the longer run. had helped to keep the unemployment
The unwinding in the early months ofrate from falling, but the unexpected
1997 of special factors that had boostethcrease in participation was itself
net exports in the fourth quarter of 1996suggesting tight conditions that were
was offsetting some of the effects oninducing marginal workers into the job
production of the persisting strength inmarket.
domestic demand. Beyond the near The data on worker compensation
term, the appreciated value of the dollawere somewhat mixed, but they sug-
was expected to hold down net exportsgested some acceleration on balance.
restraining overall demand and growthMembers noted that the damping effects
Some members observed in this regardf some temporary factors on labor costs
that the deterioration in net exportscould well begin to wane soon, if they
might be substantial. While such an outhad not already begun to do so. These
come would help to moderate inflation-included the possibility that job security
ary pressures on domestic resources itoncerns might be diminishing after an
coming quarters, it also would exacerextended period of rapid job growth
bate the longer-term problem of veryand low unemployment. The downward
large foreign trade and current accountrend in medical cost increases might be
deficits. in the process of shifting to a flat, if not
In their review of developments bear-a rising, gradient according to informed
ing on the outlook for inflation, mem- observers. Moreover, as the rise in labor
bers commented that the risks nowforce participation depleted the pool of
seemed to be tilted more clearly towardavailable workers, less productive work-
higher inflation. They acknowledgeders would tend to be hired, with adverse
that it was difficult to find indications effects on productivity and costs. The
of rising inflation in broad measures ofmembers recognized that even though
consumer or GDP-related prices; indeedhaggregate demand pressures seemed to
such measures still could be viewed abe pressing increasingly on available
consistent with a slightly declining trendproducer resources, it was not possible
in price inflation. Even so, prospects forto forecast with confidence when the
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period of favorable price behaviorsifying inflationary pressures. In their
would end. Even so, it was clear thatview, a more vigorous action would
inflationary developments in the econdessen the need for tightening in the
omy had become a matter of morduture and also would foster a financial
urgent concern for monetary policy. setting that would be more conducive
In light of this concern, in the Com- to sustained expansion. Other members
mittee’s discussion of policy for the acknowledged that a smaller policy
intermeeting period ahead, the membensiove would have less effect in curb-
supported or could accept a proposahg inflationary pressures, but they felt
to adjust policy toward a slightly lessthat a cautious approach to policy was
accommodative stance and to move tdesirable at a time when the outlook
symmetry in the directive. They notedfor economic activity and inflation
that continued relatively rapid growthremained subject to substantial uncer-
of economic activity in the first quarter tainties. Some noted that a shift in pol-
suggested greater persisting strength iicy direction, as the Committee was
demand than they had anticipated. Witlabout to undertake, often can have exag-
resource use already at high levels, furgerated effects in financial markets,
ther rapid growth risked greater presimaking it difficult to judge how much
sures on resources and rising inflationadditional restraint, if any, might be
Although inflation remained remarkablyneeded.
subdued and any increase in inflationary In their discussion of possible adjust-
pressures likely would tend to emergements to policy during the intermeet-
only slowly, the strength in demand hadng period, a majority of the members
developed against the backdrop of finanfavored a symmetric directive. While
cial conditions that, broadly consideredadditional policy tightening might be
were not substantially different from needed at some point, it did not appear
those now prevailing. In this situation,very likely that developments during the
they saw a clear need for a preemptivintermeeting period would require a fur-
policy action that would head off any ther policy move. Some added that infla-
pickup of inflation, and it was noted thattion remained quiescent and the near-
a shift to a tighter policy stance wouldterm onset of an appreciable slowing of
seem to pose little risk to the expansionthe expansion to a rate more in line with
Indeed, by countering any tendencythe economy’s potential could not be
for inflation to rise and for higher infla- ruled out. Accordingly, they felt that the
tion expectations to become embeddedirective should not establish a pre-
in financial markets and economicsumption about further near-term policy
decisionmaking more generally, suchightening. Other members believed
action would help head off a morethat growth of the economy was not
abrupt economic slowing, or even dikely to slow enough to alleviate excess
downturn, and thereby would help susdemands for resources and that addi-
tain the expansion and preserve th&onal tightening would be needed
firm labor markets and their associatedooner rather than later to moderate
benefits. inflationary pressures and prolong the
A few members argued that a moreexpansion. In their view, the outlook
substantial tightening was needed at thisalled for vigilance and the maintenance
juncture to provide a better calibratedof an asymmetric directive with a bias
response to the persisting strength of thioward tightening, but they could accept
economy and the related risk of inten-a symmetric directive with careful moni-
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toring of new developments for anyservices widened substantially in January
signs of the need for prompt action. from its temporarily depressed rate in the

At the conclusion of the Committee’sfourth quarter. Underlying price inflation has
. ; PR remained subdued.
discussion, all the members indicated”y;o " market interest rates have risen

that they supported or could accept @omewnhat since the Committee meeting on
directive that called for a slight increaserebruary 4-5, 1997. In foreign exchange
in the degree of pressure on reservearkets, the trade-weighted value of the dol-
positions and that did not include a preJar in terms of the other G-10 currencies

sumption about adjustments to poncy;‘giggsed further over the intermeeting

QUrmg_ the intermeeting period. Ag:cord— Growth of M2 moderated somewhat in
ingly, in the context of the Committee’s January and February from a brisk pace over
long-run objectives for price stability the fourth quarter while the expansion of M3
and sustainable economic growth, angemained relatively robust; data for the first

giving careful consideration to eco-part of March pointed to diminished growth

A ; in both aggregates. Total domestic nonfinan-
nomic, financial, and monetary deVel'cial debt has expanded moderately on bal-

opments, the Committee decided thalnce over recent months.

slightly greater reserve restraint or The Federal Open Market Committee
slightly lesser reserve restraint mighiseeks monetary and financial conditions that
be acceptable during the intermeetinq\/i_” foster price stability and promote sus-
period. The reserve conditions contemtainable growth in output. In furtherance

. : f these objectives, the Committee at its
plated at this meeting were expected tﬁ%eeting in February established ranges for

be consistent with some moderation ifyrowth of M2 and M3 of 1 to 5 percent and

the expansion of M2 and M3 over com-2 to 6 percent respectively, measured from

ing months. the fourth quarter of 1996 to the fourth quar-
The Federal Reserve Bank ofter of 1997. The monitoring range for growth

: : of total domestic nonfinancial debt was set at
New York was authorized and dlrected3 to 7 percent for the year. The behavior of

until instructed otherwise by the Com-y,e" monetary aggregates will continue to be
mittee, to execute transactions in thevaluated in the light of progress toward
System Account in accordance with theprice level stability, movements in their
following domestic policy directive: velocities, and developments in the economy
and financial markets.
In the implementation of policy for the
mediate future, the Committee seeks to
crease slightly the existing degree of pres-

The information reviewed at this meetingim
suggests that relatively strong economicm
growth has continued in the first quarterg "o reserve o

: positions. In the context of
Private nonfarm _ payroll employmentthe Committee’s long-run objectives for

increased substantially further in ‘]anua%rice stability and sustainable economic
ﬁqnede;ttJéua&{%/ ,5a3nd etri::%n(;l\i/rqlalznetgjrzea?‘lpl\?vﬁ rowth, and giving careful consideration to
! > P Y, conomic, financial, and monetary devel-

unchanged from its level in the second hal . :
of 19969.] Industrial production rose moder-Opments’ slightly greater reserve restraint

ately on balance in January and Februangr slightly lesser reserve restraint might
Nominal retail sales increased sharply fur-ﬁ acceptable in the intermeeting period.
ther over January and February after Jhe contemplated reserve conditions are
considerable advance in the fourth quartetXPected to be consistent with some modera-
Housing activity strengthened markedly ovefion In the expansion of M2 and M3 over
January and February, though much of th&°mMing months.

rise probably related to unusually favorable

weather. Recent data on orders and contracts Votes for this action: Messrs. Greenspan,
point to a further sizable gain in business McDonough, Broaddus, Guynn, Kelley,
fixed investment in the first quarter. The Meyer, Moskow, Parry, Mses. Phillips and
nominal deficit on U.S. trade in goods and Rivlin. Votes against this action: None.
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It was agreed that the next meeting of
the Committee would be held on Tues-
day, May 20, 1997.

The meeting adjourned at 12:20 p.m.

Donald L. Kohn
Secretary

After the meeting, the following press
release was issued:

The Federal Open Market Committee de-
cided today to tighten money market con-
ditions slightly, expecting the federal funds
rate to rise¥s percentage point to around
5Y%2 percent.

This action was taken in light of persisting
strength in demand, which is progressively
increasing the risk of inflationary imbalances
developing in the economy that would even-
tually undermine the long expansion.

In these circumstances, the slight firming
of monetary conditions is viewed as a pru-
dent step that affords greater assurance of
prolonging the current economic expansion
by sustaining the existing low inflation envi-
ronment through the rest of this year and
next. The experience of the last several years
has reinforced the conviction that low infla-
tion is essential to realizing the economy’s
fullest growth potential.

No change was made in the Federal
Reserve discount rate, which remains at
5 percent.

Meeting Held on
May 20, 1997

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, May 20, 1997, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Broaddus
Mr. Guynn
Mr. Kelley
Mr. Moskow
Mr. Meyer

Mr. Parry
Ms. Phillips
Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Messrs. Boehne, McTeer, and Stern,
Presidents of the Federal Reserve
Banks of Philadelphia, Dallas, and
Minneapolis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Beebe, Eisenbeis, Goodfriend,
Hunter, Lindsey, Mishkin,
Promisel, Siegman, Slifman, and
Stockton, Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Conrad, First Vice President,
Federal Reserve Bank of Chicago

Messrs. Dewald, Hakkio, Ms. Krieger,
Messrs. Lang, Rosenblum, and
Sniderman, Senior Vice
Presidents, Federal Reserve
Banks of St. Louis, Kansas City,
New York, Philadelphia, Dallas,
and Cleveland respectively

Messrs. Cox, Rosengren, and Weber,
Vice Presidents, Federal Reserve
Banks of Dallas, Boston, and
Minneapolis respectively
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By unanimous vote, the Federal Opertosts, underlying price inflation was still
Market Committee approved the min-subdued.
utes of its meeting on March 25, 1997.  Private nonfarm payroll employment
The Manager of the System Operrose at a considerably reduced pace over
Market Account reported on recentMarch and April, and the average work-
developments in foreign exchange marweek dropped from an unusually high
kets. The Desk did not conduct anyrate in February and March to a more
transactions in foreign currencies fomormal level in April. The services
System Account during the period sincendustries recorded further large gains
the latest meeting on March 25, 1997jn employment in March and April, but
and thus no vote was required of thehe number of jobs in manufacturing
Committee. contracted in April and construction
The Manager also reported on develemployment declined in both March and
opments in domestic financial marketsApril. The civilian unemployment rate
and on System open market transactiorfell appreciably in April to 4.9 percent,
in government securities and federalnd the labor force participation rate
agency obligations during the periodedged down from the record high
March 25, 1997, through May 19, 1997 reached in March.
By unanimous vote, the Committee rati- Industrial production was unchanged
fied these transactions. in April after having recorded sizable
The Committee then turned to a disdincreases in March and other recent
cussion of the economic outlook and thanonths; declines in mining and manu-
implementation of monetary policy overfacturing were offset by a large rise in
the intermeeting period ahead. A sumutility output. The drop in manufactur-
mary of the economic and financialing production reflected a sharp decline
information available at the time of thein the output of motor vehicles and parts
meeting and of the Committee’s dis-that was largely related to the lagged
cussion is provided below, followed effects of strike activity in recent months.
by the domestic policy directive thatThe output of manufactured goods other
was approved by the Committee andhan motor vehicles and parts rose
issued to the Federal Reserve Bank ahoderately in April: the production
New York. of business equipment posted another
The information reviewed at this solid gain while the output of consumer
meeting suggested that the expansion @foods and construction supplies was
economic activity had slowed after hav-unchanged. The rate of utilization of
ing surged in late 1996 and earlier thismanufacturing capacity fell in April,
year. Consumer spending appeared to beflecting the decline in motor vehicle
increasing at a considerably slower paceutput, but it remained relatively high.
after the spurt in the first quarter, while Nominal retail sales were unchanged
business fixed investment remained o March and declined in April after
a strong uptrend, and the demand fohaving increased rapidly in earlier
housing seemed to be well maintainedmonths. Weaker sales of motor vehicles
Growth of labor demand had moderateaontributed to the overall sluggishness
somewhat from the rapid pace at thef retail activity in March and April,
beginning of the year, but labor marketdut spending on many other categories
remained tight and worker compensaef goods, both durable and nondurable,
tion appeared to be accelerating gradwalso was down over the two-month
ally. Despite the upward drift in labor period after having previously grown
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strongly. Expenditures on servicescomputers, and an upturn in imports
advanced further through March (latesbf semiconductors after four quarters of
available data) even though unseasorteclines. By contrast, exports of goods
ably mild weather held down outlays forand services rose only slightly in the
heating. While retail sales had slowedlanuary—February period; exports of
recently, the latest surveys indicated thaautomotive products were up sharply,
consumer sentiment had risen furthebut sizable increases in exports of
from an already markedly high level.  chemicals, computers, and semiconduc-
Housing activity in March and April tors were largely offset by declines in
was in line with that in other recentother nonautomotive trade categories.
months. Single-family housing startsRecent economic information on the
were unchanged in April after havingforeign G-7 countries, including some
declined in March. Starts for the two-preliminary indicators for the second
month period were only a little below quarter, suggested that the growth of
the average for 1996, and sales obutput had strengthened somewhat on
new homes remained at a very highaverage in these countries. Activity in
level in March (latest data). Multifamily continental Europe, though still weak,
starts rose considerably in April and onwas improving, while the economies of
average over March and April were aCanada, Japan, and the United Kingdom
little above the elevated level in theremained strong. Economic activity con-
fourth quarter. tinued to expand rapidly on average in
Business fixed investment expandedhe major developing countries in the
briskly in the first quarter. Outlays first quarter.
for producers’ durable equipment Recent data indicated that price infla-
rebounded after fourth-quarter weaktion remained moderate despite a
ness, and spending for nonresidentiggradual acceleration of labor costs.
structures posted another substantidhcreases in consumer prices were held
advance. Available indicators pointeddown in March and April by sizable
to further sizable gains in spendingdeclines in energy prices and a small
on both equipment and structures. Businet reduction in food prices. Consumer
ness inventory investment was upprices for items other than food and
considerably in the first quarter afterenergy advanced at a moderate rate over
having increased a relatively smallthe two months, and over the twelve
amount in the fourth quarter; howevermonths ended in April they increased
inventory—sales ratios for most industrythe same amount as in the previous
and trade groupings remained at verywelve months. Producer prices fell in
low levels. both March and April, reflecting large
The nominal deficit on U.S. trade indeclines in energy prices. Excluding
goods and services widened substarieod and energy, producer prices edged
tially on balance over January and Feblower in April after having risen a siz-
ruary from the temporarily depressedable amount in March. Core producer
rate in the fourth quarter of last yearprices increased considerably less over
and was about the same as the rate ihme twelve months ended in April than
the third quarter. A surge in importsover the previous twelve months. At
reflected a rebound in the importationearlier stages of production, producer
of automotive products from the strike-prices registered declines both in recent
reduced level of the fourth quarter, fur-months and for the twelve months ended
ther expansion in purchases of importedh April. An upward creep in the growth
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of labor costs was apparent in dataneeded to offset the reserve drains asso-
on the hourly compensation of privateciated with those tax payments.
industry workers; although the rise in Market interest rates generally posted
the first three months of 1997 wassmall mixed changes over the inter-
smaller than the increase in the fourthmeeting period. Most private short-term
guarter, the advance over the twelveates increased only a little in response
months ended in March was larger tharo the March policy action, which had
that over the previous twelve months. Abeen largely anticipated by market
similar but more pronounced patternparticipants. Intermediate- and long-
was evident in data on average hourlyerm yields rose over the early part
earnings for production or nonsuper-of the intermeeting period, responding
visory workers. mostly to incoming data suggesting that
At its meeting on March 25, 1997, thegrowth in aggregate demand and output
Committee issued a directive that calledemained strong; these increases were
for a slight increase in the degree ofsubsequently more than reversed, how-
pressure on reserve positions; the firmever, as later information indicated that
ing of policy was taken in light of economic growth was moderating and
continued rapid growth of aggregateprice inflation remained subdued and on
demand in the first quarter and the atterrews of an agreement to balance the
dant greater risk of heightened pressurdederal budget. Major indexes of stock
on resources and an upturn in inflationmarket prices fluctuated substantially
Although further policy tightening over the period but they rose consider-
might be needed at some point, thebly on balance.
Committee did not believe that devel- In foreign exchange markets, the
opments during the intermeeting periodrade-weighted value of the dollar in
were likely to require an adjustment,terms of the other G-10 currencies
and thus the directive did not includedeclined on balance over the intermeet-
a presumption about adjustments tang period. The movements of the dollar
policy during the intermeeting period.during the period roughly corresponded
The reserve conditions associated witho the fluctuations in intermediate- and
this directive were expected to be conlong-term U.S. interest rates; the dollar
sistent with some moderation in theadvanced strongly in April on growing
expansion of M2 and M3 over comingexpectations of a further firming of U.S.
months. monetary policy but more than retraced
Open market operations immediatelythat gain in May as the likelihood of
after the meeting on March 25 werefurther tightening waned. The dollar's
directed toward implementing theweakness in May also seemed to reflect
slightly firmer reserve conditions growing attention to the prospects for
desired by the Committee and therofficial intervention to restrain the dol-
maintaining those conditions over théear’'s rise, notably against the Japanese
remainder of the intermeeting periodyen and the German mark.
The federal funds rate averaged close to The growth of M2 and M3 remained
the higher intended level ofia percent. brisk over March and April. Much of
Open market operations were compliM2’s strength during this period resulted
cated during the period by extraor-from a temporary buildup by house-
dinarily large federal tax payments inholds of balances in savings accounts
April, which substantially increasedand money market mutual funds to
the volume of open market purchasesover unusually large tax payments. The
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rapid growth of M3 was associated notecent months pointed on balance to a
only with the bulge in M2 but also with marked slowing in the expansion of eco-
stepped-up issuance of large time depostomic activity from a very rapid pace
its to fund the expansion of bank creditin late 1996 and earlier this year. The
For the year through April, both aggre-extent of the reduced growth in the cur-
gates expanded at rates appreciablent quarter and the prospects for sub-
above the upper bounds of their respesequent quarters were subject to sub-
tive ranges for the year. The growthstantial uncertainty, but the members
of total domestic nonfinancial debt hadgenerally felt that the economy retained
moderated over recent months as a resudbnsiderable underlying strength. In the
of reductions in federal governmentcircumstances and assuming no changes
borrowing. from current financial conditions, the
The staff forecast prepared for thisindividual members saw likely prospects
meeting suggested that the economfor expansion over the forecast horizon
would expand in the second half of theat a pace close to, or a little above, the
year at a rate a little above that of itsestimated growth of the economy’s
estimated potential and then wouldong-run potential. Many noted, how-
increase at a slower and more sustairever, that high levels of consumer and
able rate in 1998. Growth of consumebusiness confidence and supportive
spending, supported by high levels ofinancial conditions among other factors
household wealth and further projecteduggested the possibility that growth
gains in employment and income, wasould turn out to be even faster. With
expected to remain fairly brisk over thethe utilization of productive resources,
forecast horizon. Business spending onotably labor, already at particularly
equipment and structures was anticihigh levels in relation to the economy’s
pated to continue to outpace the overalpotential, an outcome no stronger
expansion of the economy, though thehan current forecasts could well have
differential would tend to narrow over adverse implications for inflation. None-
time in conjunction with the gradual theless, the members also noted that the
diminution of increases in sales andise in compensation increases had been
profits that was expected to be assocdamped and that there continued to be
ated with moderating economic growthfew indications of accelerating price
Housing construction was projected tdnflation in the statistical and anecdotal
drift lower over coming quarters, partly information available at this time; such
in conjunction with the rise in mortgagedevelopments underlined persisting
interest rates that already had occurredncertainties about behavior in labor
but also in response to the smaller inmarkets and the level and growth of the
creases expected in household incomeconomy’s sustainable potential.
The staff continued to anticipate that In their review of developments in
fiscal policy and the external sectorkey sectors of the economy, members
would exert mild restraint on the expan-referred to favorable underlying factors
sion of economic activity. With resourcein the outlook for consumer spending.
utilization high and labor compensationThese included solid growth in con-
gradually accelerating, core consumesumer incomes, large increases in finan-
price inflation was forecast to drift cial wealth, and currently high levels
slightly higher. of consumer confidence. While more
In the Committee’s discussion, themoderate growth in consumer spending
members agreed that the information fofor durable goods seemed likely after
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an extended period of robust expansiorhoom reminiscent of the 1980s did not
these favorable factors suggested thappear to be under way.
the risks of a different outcome were Concerning the outlook for housing,
tited in the direction of faster-than- members referred to forecasts of a mild
projected expansion. On the negativelowntrend in residential construction
side, large consumer debts were stilassociated with the increases that had
viewed as likely to constitute an inhibit- occurred in mortgage interest rates. To
ing influence on consumer expendituresjate, however, there were few indica-
and many banking institutions hadtions of any weakening. Indeed, housing
tightened lending terms and conditionconstruction had been relatively robust
at least for their more marginal con-in the early months of the year, though
sumer borrowers. On balance, growththe strength probably was largely
in consumer expenditures at a somewhatccounted for by unusually favorable
reduced pace approximating that ofveather conditions and may have bor-
the expected expansion of disposableowed from building activity later in the
incomes appeared to be a reasonabiear. On balance, as evidenced by anec-
prospect, though one that was subject tdotal reports from some areas, various
considerable uncertainty. factors including ongoing growth in
Spending for business fixed investemployment and incomes, the availabil-
ment seemed to have retained a gooiy of financing on still generally favor-
deal of momentum even after the largable terms, and the associated afford-
increases in such expenditures in recertbility of housing for many homeowners
years. Clearly, businesses regardeseemed likely to provide continued
such investments as highly profitablesupport for this sector of the economy
and they appeared to be leading to gain®r some period of time.
in productivity that in turn were helping A surge in nonfarm business inven-
to offset rising compensation and totory investment accounted for a sub-
maintain profit margins in highly com- stantial portion of the acceleration in
petitive markets. In the circumstances, ibutput in the first quarter, and an antici-
appeared unlikely that growth in capitalpated moderation in the accumulation of
outlays would moderate appreciably forinventories was an important element in
some time. A number of members alsdorecasts of greatly reduced economic
referred to the increasing strength irgrowth in the current quarter. In keeping
nonresidential construction, notably thatvith business practices aimed at achiev-
of commercial structures, in severaling or maintaining lean inventory—sales
parts of the nation. Some referred irratios, inventory investment was pro-
particular to planned or actual construcjected to continue at a relatively sub-
tion of new office buildings in various dued pace in coming quarters. A number
locales; such activity was being stimu-of members expressed the view, how-
lated by declining vacancy rates, risingever, that stockbuilding represented an
rents, and a ready availability of financ-upside risk in the economic outlook,
ing. Likewise, a surge in tourism in at least in the nearer term. While there
a number of areas had resulted in aere some indications of efforts to pare
scarcity of hotel rooms and was spurringnventories in recent months, gener-
hotel construction in some major citiesally optimistic business sentiment and
Anecdotal reports of nonresidentialcurrently trim inventories in most indus-
building activity undertaken on a specu-ries might well foster efforts to accu-
lative basis had increased, but a buildingnulate stocks at a relatively rapid
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pace, especially if more-buoyant-thanpointed to relatively limited increases
anticipated sales were to stimulate an productivity seemed inconsistent
precautionary demand for inventories asvith strong profits as well as with anec-
had occurred in 1994. dotal reports of sizable gains associated
With regard to the outlook for infla- with widespread business restructuring
tion, members observed that increases iactivities and large additions of high-
prices had remained subdued despite thechnology equipment to an increasingly
rapid expansion in economic activityefficient capital stock. The ongoing
in recent quarters and the associatedevelopment and spreading adoption of
increase in pressures on already highlgutomated equipment along with the
utilized resources. The appreciation ofncreasing skills and other infrastructure
the dollar undoubtedly had helped toneeded to use it effectively appeared to
damp domestic inflation this year, andbe creating growing efficiencies or syn-
reported increases in consumer pricesrgies that were markedly enhancing
also had been held down to a margingbroductivity and enabling firms to hold
extent by an ongoing series of technithe line on prices and maintain high
cal adjustments to the consumer pric@rofit margins.
index. These were only partial explana- While these were welcome develop-
tions, however, and the members foundnents, members continued to express
it very difficult to account for the sur- concern that, perhaps sooner rather than
prisingly benign behavior of inflation in later, growing pressures on productive
an economy that had been operating ati@sources would be reflected in some
level approximating full employment— upturn in overall inflation. Although
indeed, possibly somewhat above susnost measures of labor compensation
tainable full employment in labor had been relatively favorable recently,
markets in the view of a number ofsuch measures had been displaying a
members, especially taking into considclear uptrend over a somewhat longer
eration the recent further decline in theperiod, and it seemed likely that, if
unemployment rate. On the basis othis trend continued, labor cost develop-
historical patterns, any overshooting oiments would at some point be reflected
full employment would be expectedmore fully in core measures of prices.
to generate rising inflation over time.Members commented that the timing
Although increases in labor compen-and extent of any upturn in price infla-
sation had been trending higher, thesgon would depend on growth of overall
pressures were muted and had natemand in the economy, but they also
shown through to prices. believed that expansion of demand in
Members focused on the possible roldine with their current expectations
of faster-than-reported increases in proeould induce a somewhat less favorable
ductivity as a key explanation for theinflation experience during coming
benign behavior of inflation in current quarters. However, recent developments
circumstances. Business firms had corhad underscored the fact that histori-
tinued to report robust profit margins incal experience was not a fully reli-
a period when competitive pressuresble guide to the prospective behavior
generally prevented them from raisingof prices; accordingly, the inflation out-
their prices, or raising them sufficiently,look remained subject to considerable
to pass on the increases that they wenencertainty.
experiencing in worker compensation. Inthe Committee’s discussion of pol-
Standard statistical measures thaty for the intermeeting period ahead,
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all but one of the members indicatedapparently solid momentum of the eco-
that they could support a proposal tnomic expansion. Indeed, the strength
maintain an unchanged policy stanceof investment demand, the ready avail-
although some also expressed a prefeability of financing, and possible favor-
ence for some tightening at this meetingable productivity gains argued that real
Those who endorsed a steady policy atates of interest would need to be higher
this time agreed that some tighteninghan historical norms to balance aggre-
might well be needed later to containgate demand and supply. The risk of
potentially rising inflation. For now, slightly lower economic growth needed
however, economic growth seemed tdo be compared with what they viewed
be slowing to a more sustainable pacegs the greater risk of losing ground
and the uncertainties surrounding theo inflation and thereby inhibiting the
extent of the slowing and the outlook forCommittee’s ability to reach its ultimate
inflation pointed to the desirability of a goal of price stability, a goal that all the
cautious approach to any policy tight-members viewed as necessary to achieve
ening, especially given the persistingnaximum sustainable economic growth
absence of a rising inflation trend inover time. Given the quiescence of infla-
current measures of prices. A number ofion and the uncertainties surrounding
members also observed that real intereds outlook, however, all but one of these
rates were not unusually low. Thus, thenembers could accept a wait-and-see
present stance of monetary policy probpolicy stance for now.
ably was not very far out of alignment With regard to possible adjustments
with what likely would prove to be a to policy during the intermeeting period,
desirable degree of restraint, therebwll the members supported a shift from
lessening any risk of large and persistthe symmetric directive that had been
ing imbalances that a delay in imple-adopted in conjunction with the policy
menting further restraint might incur.  tightening action at the March meeting
Members who preferred some tight-to an asymmetric directive tilted toward
ening, at least in the near term if nottightening. While such a bias did not
necessarily at this meeting, noted thahecessarily imply an intention to tighten
the Committee needed to weigh the riskpolicy during the weeks immediately
of having to implement a small degreeahead, it was consistent with the mem-
of restraint now versus considerablybers’ view that the risks were in the
more later if inflation were allowed direction of a potential need for some
to build momentum. Monetary policy tightening in monetary policy to counter
exerts its effects with a considerable lagrising inflationary pressures, and that
and a small but relatively prompt tight-they might be required to make such a
ening action would provide some fur-decision in the not-too-distant future.
ther insurance against an intensification At the conclusion of the Committee’s
of inflation. Such an outcome coulddiscussion, all but one member indi-
be seen as more likely now, given thecated that they supported a directive that
increased tightness in labor markets andalled for maintaining the existing
the possibility that relatively strong degree of pressure on reserve positions
growth would put added pressures ormand that included a bias toward the pos-
resources. Some of these members corsible firming of reserve conditions dur-
mented that the risk of a retarding effecing the intermeeting period. Accord-
on the economy from a small move atingly, in the context of the Committee’s
this time was quite limited in light of the long-run objectives for price stability
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and sustainable economic growth, andloth aggregates expanded at rates apprecia-
giving careful consideration to eco-bly above the upper bounds of their respec-
nomic, financial, and monetary devel-t've ranges for the year. Growth in total

. : omestic nonfinancial debt has moderated
opments, the Committee decided thagver recent months, reflecting reductions in

somewhat greater reserve restrairfderal government borrowing.

would be acceptable and slightly lesser The Federal Open Market Committee
reserve restraint might be acceptableeeks monetary and financial conditions that
during the intermeeting period. TheWill foster price stability and promote sus-

reserve conditions contemplated at thi%‘”able growth in output. In furtherance of

i ted to b isterpese objectives, the Committee at its meet-
meeting were expected to be consistenly ~in Fepruary established ranges for

with moderate growth of M2 and M3 growth of M2 and M3 of 1 to 5 percent and
over coming months. 2 to 6 percent respectively, measured from
The Federal Reserve Bank of Newthe fourth quarter of 1996 to the fourth quar-
York was authorized and directed, untilter of 1997. The monitoring range for growth
instructed otherwise by the CommitteeOf total domestic nonfinancial debt was set at

¢ te t i in the Svst 3 to 7 percent for the year. The behavior of
0 execute transactions In the SYySleMthe monetary aggregates will continue to be

Account in accordance with the follow- evaluated in the light of progress toward

ing domestic policy directive: price level stability, movements in their
velocities, and developments in the economy
and financial markets.

The information reviewed at this meeting In the implementation of policy for the
suggests that growth in economic activityimmediate future, the Committee seeks to
has slowed after surging in late 1996 andnaintain the existing degree of pressure on
earlier this year. Private nonfarm payrollreserve positions. In the context of the Com-
employment increased at a considerablynittee’s long-run objectives for price sta-
reduced pace over March and April, but thebility and sustainable economic growth, and
civilian unemployment rate fell appreciably giving careful consideration to economic,
to 4.9 percent in April. Industrial production financial, and monetary developments, some-
was flat in April following sizable gains what greater reserve restraint would or
over previous months. Nominal retail salesslightly lesser reserve restraint might be
were unchanged in March and declined iracceptable in the intermeeting period. The
April after a considerable advance in earliecontemplated reserve conditions are ex-
months. Housing activity in March and April pected to be consistent with some modera-
was little changed from other recent monthstion in the expansion of M2 and M3 over
Available indicators point to further sizable coming months.
gains in business fixed investment. The
nominal deficit on U.S. trade in goods and Votes for this action: Messrs. Greenspan,
services widened substantially in January— McDonough, Guynn, Kelley, Meyer,
February from its temporarily depressed rate Moskow, Parry, Mses. Phillips and Rivlin.
in the fourth quarter. Underlying price infla-  Vote against this action: Mr. Broaddus.
tion has remained subdued.

Market interest rates generally have posted ;
small mixed changes since the Committe Mr. Broaddus dissented because he

meeting on March 25, 1997: share IoricezJelieved that the st_rength of i_nvestment
in equity markets have risen considerablydemand, due possibly to an increase in
In foreign exchange markets, the tradethe trend growth rate of productivity,

weighted value of the dollar in terms of therequired somewhat higher real interest
other G-10 currencies declined on balanceates to prevent inflationary pressures

over the intermeeting period. .
Growth of M2 and M3 was brisk over from developing. He was concerned

March and April, boosted by a buildup in that, with the economy already operat-
household balances to cover unusually largg at a high level and labor markets
tax payments. For the year through April,apparently very tight, any increase in
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such pressures might be costly to reverse
and might reduce the credibility of the
Committee’s longer-run strategy of pro-
moting maximum sustainable growth by
fostering price level stability. He also
believed that the risk to the economy of
a moderate further tightening was small
given the apparent momentum of aggre-
gate economic activity.

It was agreed that the next meeting
of the Committee would be held on
Tuesday—Wednesday, July 1-2, 1997.

The meeting adjourned at 12:45 p.m.

Donald L. Kohn
Secretary

Meeting Held on
July 1-2, 1997

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, July 1, 1997, at 2:30 p.m.
and continued on Wednesday, July 2,
1997, at 9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Broaddus
Mr. Guynn
Mr. Kelley
Mr. Moskow
Mr. Meyer
Mr. Parry
Ms. Phillips
Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Beebe, Goodfriend, Hunter,
Lindsey, Mishkin, Promisel,
Siegman, Slifman, and Stockton,
Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Ms. Johnson, Assistant Director,
Division of International Finance,
Board of Governors

Messrs. Reifschneidéand Smalk
Section Chiefs, Divisions of
Research and Statistics and
Monetary Affairs respectively,
Board of Governors

Mr. Sichel, Senior Economist, Division
of Research and Statistics, Board
of Governors

Mr. EImendorf4 and Ms. Garrett,
Economists, Division of Monetary
Affairs, Board of Governors

Mr. Lebow? and Ms. Lindnef,
Economists, Division of Research
and Statistics, Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Messrs. Boehne, McTeer, and Stern, 4. Attended portions of meeting relating to the

Presidents of the Federal Reserve committee’s review of the economic outlook and
Banks of Philadelphia, Dallas, establishment of its monetary and debt ranges for
and Minneapolis respectively 1998.

5. Attended portion of meeting relating to price

Mr. Kohn, Secretary and Economist  measurement issues for monetary policy.
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Ms. Holcomb, First Vice President,  expansion slowed substantially in the
Federal Reserve Bank of Dallas  second quarter after having surged in
. late 1996 and earlier this year. Con-
Ms. i?g[g'ng,eézﬁiC?fgglsde’n'mﬂ(rlﬂ?‘ sumer speno_ling deceler_ated consider-
and Sniderman, Senior Vice ably, but business spending on durable
Presidents, Federal Reserve Bankgequipment increased substantially fur-
of Boston, St. Louis, Kansas City, ther and housing demand appeared to
New York, Philadelphia, have been well maintained. Employ-
Minneapolis, Dallas, and ment growth moderated recently, while
Cleveland respectively . . . ) o
industrial production continued to rise
Ms. Rosenbaum, Vice President, appreciably. Price inflation remained
Federal Reserve Bank of Atlanta subdued despite high rates of resource
utilization, notably that of labor.

By unanimous vote, the minutes of Private nonfarm payroll employment
the meeting of the Federal Open Marketose at a reduced pace in May after
Committee held on May 20, 1997, werehaving registered sizable advances over
approved. the first four months of the year. Job

The Manager of the System Opergrowth remained brisk in the services
Market Account reported on develop-sector despite a further drop in employ-
ments in foreign exchange markets sincenent at temporary help agencies that
the meeting on May 20, 1997. Theremight have reflected constraints on
were no System open market transadhe availability of workers for hire.
tions in foreign currencies during thisAlthough employment in construction
period, and thus no vote was required ofecovered in May from the weather-
the Committee. depressed level in April, the underlying

The Manager also reported on develgrowth in such jobs seemed to have
opments in domestic financial marketslowed. Employment in manufacturing
and on System open market transactionshanged little over April and May after
in government securities and federahaving increased moderately in the first
agency obligations during the periodquarter. The average workweek for pro-
May 20, 1997, through June 30, 1997duction or nonsupervisory workers was
By unanimous vote, the Committee rati-unchanged in May but was slightly
fied these transactions. below the average for the first quarter.

The Committee then turned to a dis-The civilian unemployment rate fell
cussion of the economic outlook, theslightly further to 4.8 percent in May.
ranges for the growth of money and debt Industrial production continued to
in 1997 and 1998, and the implemengrow briskly in May. Manufacturing
tation of monetary policy over the inter- output recorded a substantial gain and
meeting period ahead. A summary oimining production rose considerably;
the economic and financial informationhowever, cooler-than-average weather
available at the time of the meeting anded to a drop in utility output. Much
of the Committee’s discussion is pro-of the rise in manufacturing reflected a
vided below, followed by the domesticrebound in the production of motor vehi-
policy directive that was approved bycles and parts from strike-depressed
the Committee and issued to the Federddvels in April and strength in the out-
Reserve Bank of New York. put of business equipment, construction

The information reviewed at this supplies, and materials. With output
meeting suggested that the economigenerally keeping pace with the rapid
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expansion of factory capacity, the rateof capital goods also had been robust on
of utilization of manufacturing capacity balance. Recent data on orders pointed
remained at a relatively high level. to further brisk growth in coming
Personal consumption expendituresnonths. Nonresidential construction
in real terms, rose substantially in Mayactivity appeared to have eased recently,
after having changed little on balancewith construction-put-in-place slipping
over the preceding three months. Spendn March and April from the elevated
ing on services remained on a solidbace of the first two months of the year.
uptrend in May, while aggregate pur-However, other information suggested
chases of goods turned up after threthat the downturn might be shortlived:
months of lackluster spending onVacancy rates for office space had been
nondurable goods and motor vehiclesdeclining, prices for commercial real
The unusual weather patterns of latestate had been edging up, and recent
winter and early spring apparently haddata on contracts suggested that build-
a depressing effect on consumer expenng activity would improve in coming
ditures, especially for seasonal itemsmonths.
however, the combination of strong job Business inventory investment picked
gains, buoyant sentiment, and increaseap sharply in April from the slow pace
household net worth pointed to a posin March but, overall, stocks remained
sible resumption of more robust spendat a low level in relation to sales. In
ing by consumers. manufacturing, much of the increase in
Housing activity appeared to havestocks occurred in capital goods indus-
been generally well maintained in recentries in which production was expanding
months. Although housing starts werebriskly. In the wholesale sector, a sub-
down somewhat in May from the rela-stantial decline in stocks in April more
tively elevated average rate for the firsthan offset a sizable increase in March,
four months of the year, this slowingand the aggregate stock—sales ratio for
might have been, at least in part, théhe sector fell further over the March—
result of unusually mild winter weather April period. Retail inventories rose
that enabled an early start on springonsiderably in April, with notable
building activity. The latest information increases in stocks of apparel and gen-
on home sales suggested continued firreral merchandise. In a departure from
demand for single-family housing: Saleghe general downtrend of recent months,
of existing homes rose in May and werdnventory—sales ratios for most types of
among the highest monthly totals orretail establishments were up apprecia-
record, and sales of new homes in Apribly in April.
(latest data available) were down only The nominal deficit on U.S. trade in
a little from the brisk pace of earlier goods and services narrowed somewhat
months in the year. in April from a downward-revised aver-
Available information suggested fur-age rate in the first quarter. The value of
ther sizable gains in business fixedexports in April rose substantially from
investment. Shipments of nondefenséhe first-quarter level, led by increases in
capital goods edged higher in May aftelexports of machinery and aircraft. The
having posted large increases in earlievalue of imports also rose but less than
months of the year. Shipments of comthat of exports; imports were up in most
puters had been particularly strong thisrade categories except petroleum prod-
year in conjunction with rapidly falling ucts. Recent information suggested that,
prices, but shipments of other categoriesn average, economic activity in the
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major foreign industrial countries con-period. The reserve conditions associ-
tinued to grow at a moderate rate in theated with this directive were expected to
second quarter. Growth remained robudte consistent with moderate growth of
in Canada and the United Kingdom andvi2 and M3 over coming months.
was improving in Germany, France, and Open market operations were directed
Italy. Economic activity appeared tothroughout the intermeeting period
have flattened temporarily in Japan aftetoward maintaining the existing degree
an increase in the consumption tax irof pressure on reserve positions, and the
April. federal funds rate averaged close to the
Price inflation remained subdued. Fointended level of % percent. Most other
a third straight month, consumer pricesnarket interest rates declined somewhat
recorded only a slight increase in Mayon balance during the period. Market
Favorable developments in food andarticipants apparently concluded that
energy continued to hold down the overthe likelihood of further policy tighten-
all rise and accounted for a muching had decreased substantially in light
smaller advance in the index of pricesof incoming data that suggested slowing
of all consumer items over the twelvegrowth of final demand and continued
months ended in May than over thesubdued inflation. Share prices in equity
previous twelve months. The decline inmarkets rose considerably further.
core CPI inflation over the same time In foreign exchange markets, the
period was much less, though this meatrade-weighted value of the dollar in
sure of inflation also remained relativelyterms of the other G-10 currencies was
restrained. At the producer level, pricesip on balance over the intermeeting
of finished goods other than food andperiod; the advance occurred despite a
energy fell further in May and were smaller decline on average in long-term
little changed over the year ended thainterest rates abroad than in the United
month. At earlier stages of processingStates. The dollar rose appreciably
producer prices for intermediate materi-against the German mark and most other
als other than food and energy changedontinental European currencies amid
little over the year ended in May, andgrowing market concerns that there
producer prices at the crude levelwould be broad participation in the
advanced only slightly. The tight condi- European Monetary Union despite the
tions prevailing in labor markets werefact that the major European countries
associated with a somewhat largewould not be able to comply strictly
increase in average hourly earnings inwith the Maastricht fiscal standards and
the twelve months ended in May than inrelated expectations that the euro would
the year-earlier period. be a weak currency. In contrast, the dol-
At its meeting on May 20, 1997, thelar fell against the Japanese yen and the
Committee adopted a directive thatBritish pound; the yen moved up as
called for maintaining the existing markets focused more closely on recent
degree of pressure on reserve positionand prospective increases in Japan’s cur-
Because the members saw the potentiaént account surplus, and the pound
need for some tightening in monetarystrengthened in anticipation of further
policy to counter rising inflationary policy tightening by the Bank of
pressures, perhaps in the relativelfengland.
near term, the directive included a bias Expansion of M2 and M3 slowed
toward the possible firming of reservesharply in May in association with a
conditions during the intermeetingswing in household balances related
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to large tax payments; growth of M2economy, including widespread indica-
rebounded in June, but M3 acceleratetions of strength in business activity and
less. For the year through June, MZubdued inflation. After a surge in late
increased at a rate near the upper bourttb96 and earlier this year, the rate of
of its range for the year. Rapid growthexpansion had moderated considerably
of M3 over the first half of the year, in recent months, and the members gen-
partly in conjunction with robust expan-erally expected economic activity to
sion of bank credit, placed growthsettle into a pattern of growth over the
of this aggregate somewhat above thaext six quarters that would approxi-
upper bound of its range. The rate oimate the economy’s estimated output
increase in total domestic nonfinanciapotential. A major factor in that outlook
debt had been a little higher in recentvas their expectation of some decelera-
months; for the year to date, this aggretion in demands for consumer durables
gate had grown at a rate near the middland business plant and equipment in
of its range. light of the substantial buildup of such
The staff forecast prepared for thisassets that already had taken place in
meeting suggested that the economgecent years. However, given the under-
would expand at a pace somewhat abovging strength of the expansion, favor-
that of its estimated potential in the secable financial conditions, and the
ond half of the year but would slow to aabsence of major imbalances in the
rate of increase more in line with that ofeconomy, the risks of a different out-
potential in 1998. Growth of consumercome were judged to be in the direction
spending, supported by high levels obf somewhat faster growth than cur-
household wealth and further projectedently projected. The outlook for infla-
gains in employment and income, wagdion was subject to particular uncer-
expected to be relatively brisk for sometainty. Despite an economy that had
time. Business spending on equipmeribeen operating for a considerable period
and structures was anticipated to conat rates of resource utilization that were
tinue outpacing the overall expansiorvery close to, and by some estimates
of the economy, though the differentialsomewhat above, sustainable levels,
would tend to narrow in association withinflation had remained relatively low
the gradual diminution of increasesand indeed had declined on the basis of
in sales and profits that was expectedome broad measures of prices. Such an
to occur in the context of moderatingoutcome was very much welcome, but
economic growth. Housing constructionthe reasons for it were not completely
was projected to drift lower over theunderstood and appeared to include
forecast period. The staff anticipatedsome factors that might exert only
that fiscal policy and the external sectotemporary restraint on price increases.
would exert mild restraint on the expan-Consequently, continuing pressures on
sion of economic activity. With labor resources associated with economic
compensation gradually accelerating igrowth in line with the members’ cur-
the context of high resource utilization,rent forecasts could well be reflected in
core consumer price inflation was foreising inflation over time.
cast to drift slightly higher. In keeping with the practice at meet-
In the Committee’s discussion of cur-ings when the Committee sets its long-
rent and prospective economic developrun ranges for the money and debt
ments, members commented on the coraggregates, the members of the Commit-
tinuing exceptional performance of thetee and the Federal Reserve Bank presi-



Minutes of FOMC Meetings, Julyl137

dents not currently serving as membersew highs. On the other hand, the accu-
provided individual projections of the mulation of consumer durables that had
growth in real and nominal GDP, theoccurred over the course of the current
rate of unemployment, and the rate otyclical advance was likely to exert
inflation for the years 1997 and 1998.a retarding influence on the rise in
The forecasts of the rate of expansiomonsumer spending. Other somewhat
in real GDP for 1997 as a whole had aestraining factors included the prospect
central tendency of 3 to%3 percent and of some softening in housing demand
for 1998 were centered on a range oand related purchases of household
2 to 2> percent. With regard to the goods and the already heavy debt repay-
growth of nominal GDP, most of the ment burdens of many consumers. Some
forecasts were in ranges of 5 t&5per- members also noted that a possible cor-
cent for 1997 and % to 5 percent for rection from the currently elevated lev-
1998. The civilian rate of unemploy-els of stock market prices could have
ment associated with these forecasts hatlverse effects on consumer sentiment
a central tendency of¥4 to 5 percentin and purchasing power. On balance,
the fourth quarters of both years. Projecgrowth in personal consumer expendi-
tions of the rate of inflation, as mea-tures was seen as likely to approximate
sured by the consumer price indexthe moderate rate of increase projected
pointed to a sizable moderation this yeamn overall domestic demand.
from the rate in 1996 and a partially The members viewed the prospects
offsetting rise in 1998, with prices of for further growth in business fixed
food and energy accounting for much ofinvestment as another important sup-
the swing. Specifically, the projectionsportive factor in the outlook for
converged on CPI inflation rates ofsustained economic expansion. Current
2Ys to 2% percent in 1997 and?2 to indicators pointed to the continuation of
3 percent in 1998. very rapid growth in such spending over
In their review of the outlook for eco- the near term, but some moderation was
nomic activity in major sectors of the likely over the course of coming quar-
economy, members referred to the gerters in conjunction with the projected
erally sluggish pace of retail sales inslowing in the increase of overall
recent months. It was noted, howeverdemand and the very large buildup in
that the slowdown was perhaps in parthe stock of capital that already had
an adjustment to very strong growth ofoccurred in recent years. Even so,
sales in previous months, and som@vestment spending was likely to be
members commented on anecdotal indielatively robust over the projection
cations of some pickup in recent weekshorizon in the context of continuing
More importantly, underlying trends andincentives to hold down production
fundamentals pointed to prospectivecosts in highly competitive markets and
growth in consumer expenditures at do take advantage of falling prices and
pace that was likely to continue to pro-wider applications for certain types of
vide key support for further moderatenew equipment, notably computer-
expansion in overall economic activity.related equipment. The ready availabil-
In particular, jobs and incomes had conity of both debt and equity finance
tinued to post sizable gains; further largen favorable terms, an upbeat outlook
increases in stock market prices hador sales in many industries, and gener-
raised wealth-to-income ratios sharplyally high profit levels were other posi-
and consumer optimism had risen tdive factors. The outlook for nonresi-
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dential construction activity also seemed The members agreed that the risks to
to be relatively favorable. Memberstheir price forecasts were in the direc-
referred to declining vacancy rates andion of higher inflation, given already
rising rents for commercial structureshigh levels of capacity use and their
in many parts of the country and notedexpectations of appreciable further eco-
that construction contracts for newnomic growth. Nonetheless, the rela-
office buildings and hotels recently hadively low inflation experienced despite
turned up on a nationwide basis aftea lengthy period of fully employed
a pause earlier this year. In sum, theesources suggested that the timing of
growth in business fixed investmenta potential upturn in inflation—indeed
seemed likely to continue to outpacewhether inflation would in fact pick
that of overall demand in comingup—could not be predicted with any
quarters. degree of confidence on the basis of past
Some restraint on aggregate demanhlistorical patterns. The reasons for the
would come from other sectors of thepersistence of a relatively benign infla-
economy—notably government spendtion performance in the current expan-
ing, net exports, housing, and perhapsion were not fully understood. They
business inventories. None of these fadncluded some temporary factors such
tors seemed likely to exert a substanas the effect of the rise in the dollar on
tially negative effect, but in total they import prices and the restraint on health
were expected to help keep the pace afare costs. More fundamentally, they
the expansion close to the estimated raggresumably also involved the favorable
of increase in the economy’s potentiakffects on production costs of wide-
over coming quarters. spread business restructurings and the
During the course of the Committee’slarge volume of investment in more pro-
discussion, many of the members comductive technology in recent years, the
mented on the persistence of an impresmpact of both factors on the job secu-
sively benign inflation performancerity concerns of workers and their will-
despite widespread indications of veryingness to accept reduced increases
high, and by some measures increasing) compensation, and the effects of an
levels of capacity use. Indeed, mostntense degree of competition among
broad measures of prices pointed to suldomestic and foreign producers in U.S.
dued or even declining inflation, and itmarkets. With regard to the possibility
was difficult to find evidence of rising that more robust productivity increases
inflation pressures in “pipeline” price would be holding down production
data or the wage structure. The memberosts, it was noted that a surge in eco-
anticipated that inflation as measuredomic activity, such as had occurred in
by the consumer price index wouldlate 1996 and early 1997, tended to be
decrease appreciably over 1997 as accompanied by above-trend gains in
result of favorable developments in theproductivity. A slower pace of economic
food and especially the energy sectorgrowth in the second quarter and beyond
of the economy and declining importmight provide an opportunity to assess
prices associated with the previousvhether productivity increases were on
appreciation of the dollar. These posia clear uptrend and could help to explain
tive influences would wane over time,the favorable behavior of prices over an
however, and consumer prices werextended period. In any event, it was too
likely to rise at a somewhat faster pacesarly to reach any firm conclusion on
in 1998. this issue or the broader question of
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whether or when a rise in inflation mightditions in the period ahead, but instead
materialize under anticipated economicould be viewed as anchors or bench-
conditions. marks for money growth that would be
The members also discussed a stafissociated with approximate price sta-
study of the relative performance ofbility and sustained economic growth,
various price indexes as measures aissuming behavior of velocity in line
inflation. Members noted that mostwith historical experience. Accordingly,
broad measures of inflation moveda reaffirmation of those ranges would
together over extended periods of timeynderscore the Committee’s commit-
but they did not always do so over shorment to a policy of achieving price sta-
intervals. Differences in construction,bility over time, and in the view of at
coverage, and other factors meant thdeast some members, higher ranges
none of the individual measures wasould raise questions in this regard.
clearly superior in assessing general Over the past few years, in contrast to
inflation trends, and several membergarlier in the 1990s, the behavior of the
commented that all measures needed troad aggregates, especially that of M2,
be monitored. in relation to nominal GDP and short-
In keeping with the requirements ofterm interest rates had displayed a pat-
the Full Employment and Balancedtern that was in line with historical
Growth Act of 1978 (the Humphrey—norms before the 1990s. The members
Hawkins Act), the Committee at thisviewed this as an encouraging develop-
meeting reviewed the ranges for growthment in that it raised the possibility of
of the monetary and debt aggregates thaftiving more weight at some point to the
it had established in February for 1997performance of these aggregates as use-
and it decided on tentative ranges foful indicators in formulating monetary
those aggregates for 1998. The currergolicy. However, the period of more pre-
ranges set in February for the periodiictable M2 and M3 behavior was still
from the fourth quarter of 1996 to therelatively brief, and such behavior had
fourth quarter of 1997 were unchangeaccurred at a time of generally settled
from the ranges for 1996 and includedconditions in financial markets and the
expansion of 1 to 5 percent for M2 andoverall economy. The prospective per-
2 to 6 percent for M3. An unchangedformance of these aggregates in periods
range of 3 to 7 percent also was set iof rapid changes in financial and eco-
January for growth of total domesticnomic conditions was still an open ques-
nonfinancial debt in 1997. tion, and in light of the uncertainties that
All the members favored retaining thewere involved the members concluded
current ranges for this year and extendthat it would be premature to place
ing them on a provisional basis to 1998increased reliance on them in the con-
They anticipated that growth of M2 duct of policy. Accordingly, the Com-
probably would continue at rates in themittee decided that despite projected
upper part of its current range in bothgrowth of M2 and M3 at rates in the
years and that of M3 at rates approxivicinity of the upper limits of the current
mating or even slightly above the upperanges, prevailing uncertainties made
bound of its range, given the Commit-it desirable to retain those ranges as
tee’s expectations for the performancéenchmarks for the achievement of price
of the economy and prices. The currenstability rather than to establish higher
ranges were not expected to be guidemnges that seemed more likely to cap-
to money growth under anticipated conture expected outcomes. In the circum-
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stances, any tendency for growth of theainable growth in output. In furtherance of

monetary aggregates to move outsidg'lese objectives, the Committee reaffirmed

the Committee’s ranges would not inat this meeting the ranges it had established
. . . in February for growth of M2 and M3 of 1 to
itself call for a policy adjustment but 5 percent'and 2 to 6 percent respectively,

would continue to be interpreted in themeasured from the fourth quarter of 1996
context of a broad range of business antb the fourth quarter of 1997. The range for
financial developments bearing on tha@rowth of total domestic nonfinancial debt

; as maintained at 3 to 7 percent for the year.
gzzi%enﬁsve performance of the 0V(:'Iral‘glor 1998, the Committee agreed on tentative

. _-ranges for monetary growth, measured from
The Committee members were unanithe fourth quarter of 1997 to the fourth quar-
mously in favor of retaining the currentter of 1998, of 1 to 5 percent for M2 and 2 to
range of 3 to 7 percent for growth of6 percent for M3. The Committee provision-
total domestic nonfinancial debt in 199780 . 8¢, S CrtE T Lt at 310 7 per
a_nd exten_dlng that range on a provic ent for 1998. The behavior of the monetary
sional basis to 1998. They took aCCOungggregates will continue to be evaluated
of a staff projection indicating that in the light of progress toward price level
growth of the debt aggregate was likelystability, movements in their velocities, and
to slow somewhat from its pace in 1995developments in the economy and financial

and 1996, reflecting a small reduction ifmarkets.

the expansion of federal government Vi : .

debt. According to the staff broiection otes for this action: Messrs. Greenspan,
, g proj ' McDonough, Broaddus, Guynn, Kelley,

growth in the debt measure would be Meyer, Moskow, Parry, Mses. Phillips and

near the midpoint of the existing range Rivlin. Votes against this action: None.

over the period through 1998.

At the conclusion of this discussion, Inthe Committee’s discussion of pol-
the Committee voted to reaffirm theicy for the intermeeting period ahead, all
ranges for growth of M2, M3, and total the members favored or could support a
domestic nonfinancial debt that it hadproposal to maintain an unchanged pol-
established in February for 1997. Foicy stance, and they strongly supported
the year 1998, the Committee approvethe retention of a bias toward restraint.
provisional ranges for the three aggreAn unchanged policy seemed appro-
gates that were unchanged from theriate with inflation still quiescent and
1997 ranges. In keeping with its usuabusiness activity projected to settle into
procedure under the Humphrey-a pattern of moderate growth broadly
Hawkins Act, the Committee would consistent with the economy’s long-run
review its preliminary ranges for 1998output potential. While the members
early next year, or sooner if interimassessed risks surrounding such a fore-
conditions warranted, in light of their cast as decidedly tilted to the upside, the
growth and velocity behavior and ongo-slowing of the expansion should keep
ing economic and financial develop-resource utilization from rising substan-
ments. Accordingly, the Committeetially further, and this outlook together
voted to incorporate the following state-with the absence of significant early
ment regarding the 1997 and 199&igns of rising inflationary pressures
ranges in its domestic policy directive: suggested the desirability of a cautious

“wait and see” policy stance at this

The Federal Open Market CommitteePOiNt. In the current uncertain environ-
seeks monetary and financial conditions thaent, this would afford the Committee
will foster price stability and promote sus-an opportunity to gauge the momentum
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of the expansion and the related degrefstering a continuation of sustainable
of pressure on resources and prices. Thgrowth of the economy, it would be
risks of waiting appeared to be limited,desirable to tighten on the basis of early
given that the evidence at hand did nosigns of potentially intensifying infla-
point to a step-up in inflation despitetion and before higher inflation actually
low unemployment and that the currenmaterialized.
stance of monetary policy did not seem At the conclusion of the Committee’s
to be overly accommodative, at least ordiscussion, all the members indicated
the basis of some measures such as tlieat they could support a directive
level of real short-term interest rates. Inthat called for maintaining the existing
these circumstances, any tendency fategree of pressure on reserve positions
price pressures to mount was likely toand that retained a bias toward the pos-
emerge only gradually and to be reverssible firming of reserve conditions dur-
ible through a relatively limited policy ing the intermeeting period. Accord-
adjustment. Some members commentedhgly, in the context of the Committee’s
however, that in the absence of unanticitong-run objectives for price stability
pated weakness in the economy, somand sustainable economic growth, and
tightening of policy was likely to be giving careful consideration to eco-
needed in the relatively near future, anchomic, financial, and monetary devel-
one expressed the view that a tighteningpments, the Committee decided that
action at this meeting seemed desirablsomewhat greater reserve restraint
to forestall or limit the risks of intensi- would be acceptable and slightly lesser
fying inflationary pressures. However,reserve restraint might be acceptable
waiting was an acceptable alternativaluring the intermeeting period. The
given the favorable economic news andeserve conditions contemplated at this
the persisting uncertainties surroundingneeting were expected to be consistent
the relationship of output to prices. with moderate expansion in M2 and M3
In their discussion of possible adjust-over coming months.
ments to policy during the intermeeting The Federal Reserve Bank of New
period, all the members indicated thatrork was authorized and directed, until
they wanted to retain the existing asyminstructed otherwise by the Committee,
metry toward restraint adopted at thdo execute transactions in the System
May meeting. An asymmetric directive Account in accordance with the follow-
was consistent with their view that theing domestic policy directive:
risks clearly were in the direction of
excessive demand pressures in the econ-The information reviewed at this meeting
omy and an associated upward trenduggests that the economic expansion slowed
in inflation. Such a bias in the directivesubstantially in the second quarter after surg-

; ing in late 1996 and earlier this year. Private
also would serve the purpose of Slgnalnonfarm payroll employment increased at a

ing the Committee’s ongoing commit- o ,ced pace in May, but the civilian unem-
ment to curb inflation in the interestployment rate fell slightly further to 4.8 per-

of fostering maximum sustainable eco-<cent. Industrial production registered another
nomic growth and employment. Thesizable gain in May. Personal consumption
members agreed that the current envgxpenditures, in real terms, rose substantially

- . In May after having changed little over
ronment called for careful monltorlngthe preceding three months. Housing activity

of developments and for prompt action,ppears to have been well maintained in
by the Committee if needed to countefrecent months. Available indicators point to

rising inflation. Indeed, in the interest offurther sizable gains in business fixed invest-
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ment. The nominal deficit on U.S. tradereserve positions. In the context of the
in goods and services narrowed somewhdaommittee’s long-run objectives for price
in April from its downward-revised average stability and sustainable economic growth,
rate in the first quarter. Price inflation hasand giving careful consideration to eco-
remained subdued. nomic, financial, and monetary develop-
Market interest rates generally havements, somewhat greater reserve restraint
declined somewhat since the day before theould or slightly lesser reserve restraint
Committee meeting on May 20, 1997; sharenight be acceptable in the intermeeting
prices in equity markets have risen considperiod. The contemplated reserve conditions
erably further. In foreign exchange marketsare expected to be consistent with moderate
the trade-weighted value of the dollar ingrowth in M2 and M3 over coming months.
terms of the other G-10 currencies was up
slightly on balance over the intermeeting Votes for this action: Messrs. Greenspan,
period. McDonough, Broaddus, Guynn, Kelley,
Growth of M2 and M3 fluctuated sharply ~ Meyer, Moskow, Parry, Mses. Phillips and
from April to May in association with a  Rivlin. Votes against this action: None.
swing in household balances related to

large tax payments; on balance, both aggre- :
gates expanded at a moderate pace ov ; ltwas agreed that the next meeting of

the two months, and available data pointed® Committee would be held on Tues-

to further moderate growth in June. For theday, August 19, 1997.

year through June, M2 expanded at a rate The meeting adjourned at 11:55 a.m.
near the upper bound of its range for then July 2.

year and M3 at a rate somewhat above

the upper bound of its range. Total domestic

nonfinancial debt has continued to expand Donald L. Kohn
in recent months and is near the middle of Secretary
its range.

The Federal Open Market Committee
seeks monetary and financial conditions thaMeeting Held on
will foster price stability and promote sus-
tainable growth in output. In furtherance ofAUgUSt 19, 1997
these objectives, the Committee reaffirmegh meeting of the Federal Open Market
at this meeting the ranges it had establisheg o mmittee was held in the offices of

in February for growth of M2 and M3 of 1 to
5 percent and 2 to 6 percent respectively}he Board of Governors of the Federal

measured from the fourth quarter of 1996 tdReserve System in Washington, D.C.,
the fourth quarter of 1997. The range foron Tuesday, August 19, 1997, at
growth of total domestic nonfinancial debt9:00 a.m.

was maintained at 3 to 7 percent for the year.

For 1998, the Committee agreed on tentativeresent:

ranges for monetary growth, measured from Mr. Greenspan, Chairman

the fourth quarter of 1997 to the fourth quar- Mr. McDonough, Vice Chairman

ter of 1998, of 1 to 5 percent for M2 and 2 to Mr. Broaddus

6 percent for M3. The Committee provision- Mr. Guynn

ally set the associated range for growth of Mr. Kelley

total domestic nonfinancial debt at 3 to 7 per- Mr. Moskow

cent for 1998. The behavior of the monetary ~ Mr. Meyer

aggregates will continue to be evaluated Mr. Parry

in the light of progress toward price level Ms. Phillips

stability, movements in their velocities, and Ms. Rivlin

developments in the economy and financial

markets. ) _ Messrs. Hoenig, Jordan, Melzer, and
In the implementation of policy for the Ms. Minehan, Alternate Members
immediate future, the Committee seeks to of the Federal Open Market

maintain the existing degree of pressure on Committee
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Messrs. Boehne, McTeer, and Stern, By unanimous vote, the minutes of
Presidents of the Federal Reservethe meeting of the Federal Open Market

Banks of Philadelphia, Dallas, and : _
Minneapolis respectively Committee held on July 1-2, 1997, were

approved.
Mr. Kohn, Secretary and Economist By unanimous vote, the Committee
Mr. Bernard, Deputy Secretary elected Mr. Stephen G. Cecchetti of the
Mr. Coyne, Assistant Secretary Federal Reserve Bank of New York as
Mr. Gillum, Assistant Secretary Associate Economist to serve until the

Mr. Mattingly, General Counsel
Mr. Prell, Economist
Mr. Truman, Economist

election of his successor at the first
meeting of the Committee after Decem-
ber 31, 1997. It was understood that
Messrs. Beebe' Cecchetti’ Goodfriendlin the event Of the discontinuance Of

Eisenbeis, Lindsey, Promisel, his official connection with the Fed-
Siegman, Slifman, and Stockton, eral Reserve Bank of New York, he
Associate Economists would cease to have any official con-

nection with the Federal Open Market

Mr. Fisher, Manager, System Open

Market Account Committee.

The Manager of the System Open
Mr. Ettin, Deputy Director, Division of Market Account reported on develop-
Research and Statistics, Board of ments in forelgn exchange markets since

Governors the meeting in early July. There were
) ) no System open market transactions in
Messrs. Madigan and Simpson, foreign currencies during this period,

Q%Snoect';‘rtg E&;eiﬁ:sto;ﬁa%\g;cglihof and thus no vote was required of the

and Statistics respectively, Board Committee.
of Governors The Manager also reported on devel-
opments in domestic financial markets
Ms. Low, Open Market Secretariat ~ and on System open market transactions
Assistant, Division of Monetary i government securities and federal
Affairs, Board of Governors agency obligations during the period
Ms. Strand, First Vice President, July 2, 1.997’ through August 1.8’ 1997.'
Federal Reserve Bank of By unanimous vote, the Committee rati-
Minneapolis fied these transactions.
The Committee then turned to a dis-
Messrs. Lang, Rolnick, Rosenblum,  cussion of the economic outlook and the
and Sniderman, Senior Vice implementation of monetary policy over
Efrgsr:ﬁggéslbﬁigd%ﬁ:n%%%%ﬁ/se Bankghe intermeeting period ahead. A sum-
Dallas, and Cleveland respei:tively.m":lry Of. the economic anq financial
information available at the time of the

Messrs. Gavin, Kahn, and meeting and of the Committee’s dis-
Ms. Perelmuter, Vice Presidents, cussion is provided below, followed by
Federal Reserve Banks of the domestic policy directive that was
St. Louis, Kansas City, and approved by the Committee and issued
New York respectively to the Federal Reserve Bank of

New York.

Ms. Little and Mr. Sullivan, Assistant : . . .
Vice Presidents, Federal Reserve 1 N€ information reviewed at this

Banks of Boston and Chicago meeting suggested that economic activ-
respectively ity was expanding moderately. Growth
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in consumer spending had picked uppreceding three months. Sales at auto-
after having slowed sharply in earlymotive dealers rebounded in June and
spring, business purchases of durabléuly following substantial weakness in
equipment were still on a strong upwardearlier months, and expenditures at non-
trend, and housing demand seemed tdurable goods stores also strengthened.
have been well maintained. The overalBy contrast, sales at non-automotive
rise in production had been held dowrdurable goods outlets were unchanged
recently by supply disruptions in theover June and July. The pickup in
motor vehicles industry, but employ-consumer spending occurred against a
ment had continued to expand at dackdrop of further strong gains in
strong pace and the unemployment ratemcomes and household net worth. In
was at a low level. Increases in laborddition, credit was readily available to
compensation had remained moderatmost consumers, although lenders con-
even though labor markets were tighttinued to tighten terms for marginal
and price inflation was still subdued.  borrowers. Total private housing starts
Private nonfarm payroll employmentwere unchanged in July after having
rose sharply in July after a June increaseebounded in June from a May decline.
that was below the average for earlieData on home sales in recent months
months of the year. The step-up in jobcontinued to suggest that demand for
growth in July reflected substantiallysingle-family housing was still relatively
larger job gains in business serviceshuoyant.
retail trade, and the finance, insurance, Real business fixed investment
and real estate industries. A smalincreased substantially further in the
decline in manufacturing jobs roughlysecond quarter, reflecting a broad-based
offset slightly higher employment in surge in spending on producers’ durable
construction. The civilian unemploy- equipment. Real outlays for office and
ment rate, at 4.8 percent in July,computing equipment continued to grow
matched its low for the current eco-rapidly as prices of personal computers
nomic expansion. and networking equipment remained on
Industrial production increased rela-a steep downtrend. Spending for com-
tively slowly in July after having munications equipment grew at a slower
advanced at a fairly brisk pace over thgace in the second quarter, but recent
first half of the year. The July slowdownorders for such equipment pointed to
reflected a temporary drop in motorlarger increases in the current quarter.
vehicle assemblies partly associatetlonresidential construction activity was
with work stoppages at a major automosluggish in the second quarter. While
tive manufacturer. Outside the motoravailable information on construction
vehicles sector, the output of businessontracts suggested little improvement
equipment and consumer durable goods building activity in coming months,
rose strongly while the production ofprices for commercial real estate had
consumer nondurables weakened fumrisen slightly and vacancy rates had
ther. Factory capacity increased a littledeclined.
more than production in July, and the Nonfarm business inventories in-
utilization of total manufacturing capac-creased rapidly in the second quarter,
ity slipped to its lowest level since lastbut there were few signs of inventory
autumn. imbalances. In June, the pace of
Retall sales rose briskly in June andnventory investment in manufacturing
July after having changed little over theslowed from the rapid average rate for
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April and May, and the inventory— ther drop in food prices. Prices of fin-
shipments ratio for the sector was atshed goods other than food and energy
a very low level. In wholesale trade,were unchanged over the twelve months
stocks rose sharply in June after littleended in July. At earlier stages of pro-
net change over the two previousduction, producer prices for core inter-
months. Despite the June increase, thmediate materials rose slightly over the
stock—sales ratio was at the middle of ityear ended in July and prices of core
relatively narrow range of the past yearcrude materials increased by a larger
At the retail level, the rise in inventoriesamount over the same period. Growth
in June retraced only part of the Mayin hourly compensation of private indus-
decline; the inventory—sales ratio for thery workers picked up somewhat in
sector also was near the middle of itshe second quarter, but the rise in com-
range for the last year. pensation over the year ended in June

The nominal deficit on U.S. trade inmatched the advance over the com-
goods and services was slightly smalleparable year-earlier period. Average
on balance over April and May than thehourly earnings of production and non-
downward-revised average rate in thesupervisory workers were unchanged
first quarter. Measured against theiin July, and the rise in such earnings
first-quarter levels, the value of exportecbver the twelve months ended in July
goods and services grew more than thalso was the same as in the year-earlier
value of imports over the April-May period.
period. The largest increases in exports At its meeting on July 1-2, 1997, the
were in machinery and aircraft andCommittee adopted a directive that
parts, while the biggest gains in importscalled for maintaining the existing
were in consumer goods, computers, andegree of pressure on reserve positions.
capital goods other than computers. Th8ecause the Committee continued to see
available information suggested that ira potential need for some tightening of
recent months economic activity hadmonetary policy to counter rising infla-
expanded further in all the major for-tionary pressures, the directive included
eign industrial countries except Japana bias toward a possible firming of
Growth continued to be robust in Can-reserve conditions during the intermeet-
ada and the United Kingdom and apparing period. The reserve market condi-
ently remained moderate in France antions associated with this directive were
Germany. Economic activity in Japanexpected to be consistent with moderate
had slowed after a rise in that country’sgrowth of M2 and M3 over coming
consumption tax in April. months.

Consumer price inflation picked up Open market operations were directed
slightly in July from the slow pace throughout the intermeeting period
in each of the previous four months; aoward maintaining the existing degree
small decline in energy prices offset aof pressure on reserve positions, and the
further increase in food prices. Theaverage federal funds rate for the period
index for items other than food andwas at the Committee’s intended level
energy rose in July at the same low ratef 5% percent. Most other market
recorded for both the first six months ofinterest rates declined further on balance
1997 and the twelve months ended irover the period in an atmosphere of
July. At the producer level, prices ofgreater volatility in financial markets.
finished goods edged down for a sevihe net decline in market rates seemed
enth consecutive month, reflecting a furto have reflected a judgment by market
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participants that the outlook for inflation June. M3 surged in July, however, as
had improved slightly on balance andheavy volumes of large time deposits
that the likelihood of any tightening of were issued by U.S. branches of foreign
monetary policy in coming months hadbanks to pay down borrowings from
receded a little further. Share pricegheir overseas offices and by domestic
in equity markets increased on balancéanks to counter the runoff of gov-
over the period. ernment deposit accounts; the latter two
In foreign exchange markets, thesources of funds are not included in M3.
trade-weighted value of the dollar inFor the year through July, M3 expanded
terms of the other G-10 currencies rosat a rate appreciably above the upper
significantly on balance over the inter-bound of its range. Total domestic non-
meeting period. The appreciation of thdinancial debt had continued to expand
dollar was uneven against the currencieim recent months at a rate near the
of the major foreign industrial countries.middle of its range.
The dollar’'s substantial increase against The staff forecast prepared for this
the German mark and other continentameeting suggested that the expansion of
European countries reflected both théhe economy would be damped in the
continuing favorable developments insecond half of the year by a slowing of
the U.S. economy and persisting markeinventory accumulation from the unsus-
concerns that difficulties faced by thetainably brisk pace in the first half of
major European countries would lead tdhe year. In 1998, the economy would
policies that might detract from strengthexpand at a pace in line with the growth
in the euro. The dollar rose only slightlyof its estimated potential. Growth of
against the yen. That currency cameonsumer spending, supported by high
under downward pressure in reaction tdevels of household wealth and projected
incoming data suggesting a somewhaturther gains in employment and in-
greater-than-expected falloff in demandome, was expected to be relatively
following the recent increase in the con-risk over the forecast horizon. Business
sumption tax, but the release of the Junspending on equipment and structures
current account surplus late in the interwas anticipated to continue to outpace
meeting period rekindled market con-the overall expansion of the economy,
cerns about Japanese external balancd#®ugh the differential would tend to
and led to some appreciation of the yennarrow over time in association with the
M2 expanded at a moderate pace ovegradual diminution of increases in sales
June and July after having fluctuatedand profits that was expected in conjunc-
sharply in April and May as a result of tion with moderating economic growth.
tax-related flows. Data for early AugustHousing construction was projected to
suggested a somewhat faster rate of Marift lower over the forecast horizon.
growth in association with heavierThe staff anticipated that the external
inflows to retail money funds; the lattersector would exert some mild restraint
might have been related to heightenedn the expansion of economic activ-
demand for liquidity as a result ofity. With labor compensation gradually
recently higher volatility in bond and accelerating in the context of higher
equity markets. For the year throughresource utilization, core consumer price
July, M2 expanded at a rate near thénflation was forecast to drift slightly
upper bound of its range. M3 also fluc-higher.
tuated sharply over April and May and The Committee’s discussion of cur-
grew at a relatively moderate rate inrent and prospective economic develop-
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ments highlighted statistical and anecrate of inventory investment would have
dotal evidence of a solid economicto be reined in if an overhang were to be
performance, including indications of aaverted. A concern in this regard was
rebound in final demand after a lull dur-that the apparent upturn in final demand,
ing the spring and the persistence oparticularly if it proved to be somewhat
relatively subdued, and by some meastronger than currently expected, and
sures declining, inflation. Growth inrelated business optimism about sales
consumer spending had slowed sharplyrospects might well result in a further
and a surge in inventory accumulatiorbuildup of inventories at a relatively
had accounted for much of the expanrapid rate. While such a development
sion of economic activity in the secondwas not viewed as the most likely out-
quarter. Looking ahead, the membersome and, indeed, less-than-projected
did not believe that recent develop-strength in the inventory sector could
ments had altered the prospect that theot be ruled out, relatively rapid inven-
economy would settle into a patterntory accumulation in the context of
of moderate growth approximating itspersisting above-trend growth in final
potential. Such a forecast was subjeaiemand would generate additional pres-
to considerable uncertainty, and sevsure on resources and heighten the risks
eral members observed that the riskef accelerating inflation.
appeared to be mostly in the direction of With regard to the prospects for final
stronger growth in demand. With regarddemand in key sectors of the economy,
to the outlook for inflation, widespread members noted that the appreciable
evidence of very tight labor markets wasebound in consumer spending followed
associated with scattered indications tha weak second quarter, and some mod-
the rise in labor compensation might beeration in the growth of such spend-
accelerating, but overall labor costs haihg was likely later this year and in
remained relatively damped and pricel998. Even so, favorable prospects for
inflation restrained. Gains in produc-employment and incomes and the large
tivity and muted increases in nonlabomgains that had occurred in financial
costs probably also were contributingwealth suggested that consumer expen-
to holding producer costs under goodlitures were likely to be well main-
control. Nonetheless, the membersained over the projection horizon. The
remained concerned about the risks dfigh level of consumer confidence
rising inflation, especially if somewhat-reported by consumer surveys was
faster-than-projected growth in eco-another supporting factor in this favor-
nomic activity were to occur and add toable outlook,
pressures on resources in an economy In the area of business fixed invest-
that already seemed to be operatingnent, a strong upward trend in outlays
close to, or perhaps even above, its suser new equipment was thought likely to
tainable potential. persist, notably in the computer-related
The uncertain prospects for inventoryand the telecommunications industries.
investment were a dominant factor inAnecdotal reports also pointed to appre-
the outlook for economic activity over ciable strength in commercial construc-
the nearer term. The accumulation ofion activity, including office structures,
inventories had been unusually highhotels, and warehouses in various parts
in the second quarter according to thef the country. Indeed, in some areas
available evidence. There was no broadonstruction activity was said to be lim-
sense of an undesired buildup, but théed only by shortages of qualified labor.
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Positive factors in the outlook for busi-ing appreciably less than would have
ness investment included the persistendeeen expected on the basis of past expe-
of a high level of profits, an accommo-rience under similarly tight labor market
dative financial climate, and the rapidconditions. Explanations tended to focus
obsolescence of high-tech equipmenbn the concerns about job security felt
There were, nonetheless, indications dby many workers, the muted rise in the
some moderation in commercial con-costs of worker benefits, notably for
struction activity in a number of areas,health care, and the increased use of
including reports of developing over-innovative and highly targeted methods
capacity of retail space in shoppingof compensation. With regard to the
centers. Spending for basic industriamarket pricing of goods, businesses
equipment also was likely to soften,tended to cite highly competitive condi-
given moderating growth in overall final tions across the nation that made it very
demand in line with current forecasts. difficult to raise prices and gave impe-
Housing activity continued to display tus to efforts to improve productivity.
considerable vigor in many parts of thelndeed, the available evidence suggested
nation as evidenced by available statisthat the profits of business concerns gen-
tics and anecdotal reports. The afforderally had continued to increase in the
ability of housing and the very largesecond quarter, implying that produc-
increases that had occurred in stock mativity had been rising at a pace that
ket wealth clearly were supportive fac-exceeded published estimates by a sig-
tors. Concurrently, however, there weraificant margin.
indications of slowing in residential Even though inflation had not acceler-
building activity in several areas. Onated, some signs were beginning to
balance, some moderation in housingmerge that wages and other labor costs
construction appeared likely over themight be experiencing increasing pres-
projection horizon in keeping with sure. These included some limited evi-
longer-term population and other trendslence that job security concerns might
affecting such construction. be diminishing and multiplying anec-
In the Committee’s discussion of thedotal reports of a less benign outlook for
prospects for inflation, members com-health care costs. Some members com-
mented that a number of factors couldnented that the outcome of the recent
be cited to explain the persistence ofabor negotiations involving a very large
relatively subdued inflation this yearpackage delivery firm might well be a
despite high levels of resource useharbinger of more militant labor negoti-
Among those factors were the appreciaating attitudes. Against this background,
tion of the dollar and its effects on pricesmembers expressed concern that a fur-
of imports and competing domesticther increase in labor utilization rates
products, a significant decline in worldcould put substantial upward pressures
oil prices, the relatively sluggish perfor-on wages that eventually would work
mance of many foreign economies thatheir way through to prices.
had tended to moderate prices of prod- In the Committee’s discussion of pol-
ucts traded in world markets, and relaicy for the intermeeting period ahead,
tively large grain harvests in the Unitedall the members endorsed a proposal to
States that had curbed pressures on foadaintain an unchanged policy stance.
prices. However, the underlying reason&/nderlying economic conditions and the
for the favorable price trends were notoutlook for economic activity and infla-
entirely clear. Labor costs were still ris-tion had changed little in recent months.
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The most likely outcome of the currentintermeeting period, they continued to
policy stance was growth near potentialiew the next policy move as more
and some pickup in inflation as thelikely to be in the direction of some
effects of special factors holding it downfirming than toward easing.
abated. For the present, monetary policy The members reviewed proposals for
appeared to be appropriately positionedewording the operational paragraph
to foster the Committee’s objectives ofof the directive for the purpose of updat-
resisting an intensification of inflation-ing and clarifying the description of
ary pressures while supporting a fullythe Committee’s instructions to the
employed economy. The level of realManager of the System Open Market
short-term interest rates was relativelyAccount and to conform the directive
high by historical standards and pro-wording with current public announce-
vided some assurance that the curremhent practices regarding the Commit-
stance of policy would not accommo-tee’s policy decisions. In particular, the
date a significant increase in underlyinglirective would in the future include
inflationary pressures. Nonetheless, thspecific reference to the federal funds
members remained concerned about thate that the Committee judged to be
outlook for inflation. Although some consistent with the stance of monetary
decline in inflation could not be ruled policy. The Committee also modified the
out, persistence of the current degree gfresent sentence relating to the inter-
tightness in labor markets, consistenieeting bias in the directive to recog-
with the economy growing at a pacenize that changes in the stance of policy
near its potential, could at some pointare now expressed in terms of the fed-
begin to put more pressure on costgral funds rate. These changes were not
and prices, and growth somewhat abovitended to alter the substance of the
potential, which some members saw as directive or the Committee’s operating
distinct possibility, would be even moreprocedures.
likely to produce that result. While there At the conclusion of the Committee’s
were no current indications that inflationdiscussion, all the members expressed
might be accelerating and no policytheir support of a directive that called
move was called for at this time, thefor maintaining conditions in reserve
members saw a need for continuingnarkets that were consistent with an
vigilance. As at earlier meetings, a num-unchanged federal funds rate of about
ber of them expressed the view that aB¥> percent. All the members also
anticipatory policy move to counteragreed on the desirability of retaining a
intensifying inflationary pressures likely bias in the directive toward the possible
would be needed at some point. firming of reserve conditions and a
In the Committee’s discussion of pos-higher federal funds rate during the
sible adjustments to policy during theintermeeting period. Accordingly, in the
intermeeting period, members agreedontext of the Committee’s long-run
that the retention of an asymmetricobjectives for price stability and sustain-
directive toward tightening was con-able economic growth, and giving care-
sistent with their view that the risks ful consideration to economic, financial,
remained biased toward a rise in inflaand monetary developments, the Com-
tion. Accordingly, while they did not mittee decided that a somewhat higher
attach a high probability to the prospecfederal funds rate would be acceptable
that the incoming information would or a slightly lower federal funds rate
warrant a tightening move during themight be acceptable during the inter-
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meeting period. The reserve conditions The Federal Open Market Committee
contemplated at this meeting wereseeks monetary and financial conditions that

; ; ill foster price stability and promote sus-
expected to be consistent with mOderat%%":linable growth in output. In furtherance of

expansion in M2 and M3 over comingyqge objectives, the Committee at its meet-
months. ing in July reaffirmed the ranges it had estab-
The Federal Reserve Bank of Newlished in February for growth of M2 and M3
York was authorized and directed, untilof 1 to 5 percent and 2 to 6 percent respec-
instructed otherwise by the Committeefively, measured from the fourth quarter of
to execute transactions in the Syste 996 to the fourth quarter of 1997. The range

. . or growth of total domestic nonfinancial
Account in accordance with the follow- debt was maintained at 3 to 7 percent for the

ing domestic policy directive: year. For 1998, the Committee agreed on a
tentative basis to set the same ranges as in

The information reviewed at this meeting1997 for growth of the monetary aggregates
suggests that economic activity is expandingnd debt, measured from the fourth quarter
at a moderate pace. In labor markets, hirin@f 1997 to the fourth quarter of 1998. The
remained robust at midyear, and the civiliarbehavior of the monetary aggregates will
unemployment rate, at 4.8 percent in Julygontinue to be evaluated in the light of
matched its low for the current economicprogress toward price level stability, move-
expansion. Industrial production increasednents in their velocities, and developments
relatively slowly in July, owing in part to a in the economy and financial markets.
temporary drop in motor vehicle assemblies. In the implementation of policy for the
Retail sales rose briskly in June and Julymmediate future, the Committee seeks con-
after having changed little over the precedditions in reserve markets consistent with
ing three months. Housing starts reboundethaintaining the federal funds rate at an aver-
in June and July after having weakened irage of around % percent. In the context of
May. Business fixed investment increasedhe Committee’s long-run objectives for
substantially further in the second quarteprice stability and sustainable economic
and available indicators point to further siz-growth, and giving careful consideration to
able gains in the current quarter. The nomieconomic, financial, and monetary develop-
nal deficit on U.S. trade in goods and serments, a somewhat higher federal funds rate
vices narrowed slightly on balance overwould or a slightly lower federal funds rate
April and May from its downward-revised might be acceptable in the intermeeting
average rate in the first quarter. Price inflaperiod. The contemplated reserve conditions
tion has remained subdued and increases @re expected to be consistent with moderate
labor compensation have been moderate. growth in M2 and M3 over coming months.

Market interest rates generally have
declined somewhat further since the start Votes for this action: Messrs. Greenspan,
of the Committee meeting on July 1-2, McDonough, Broaddus, Guynn, Kelley,
1997. Share prices in equity markets have Meyer, Moskow, Parry, Mses. Phillips and
increased on balance. In foreign exchange Rivlin. Votes against this action: None.
markets, the trade-weighted value of the dol-
lar in terms of the other G-10 currencies rose
significantly on balance over the intermeet- . I
ing period. Rules Regarding Availability

After fluctuating sharply from April to of Information
May, growth of M2 was at a moderate pace
over June and July and that of M3 pickedBy notation vote completed on August
up to a relatively rapid rate. For the year20, 1997, the Committee approved for
through July, M2 expanded at a rate near thgp|ic comment a revision of its Rules
upper bound of its range for the year and M egarding the Availability of Informa-

at a rate appreciably above the upper boun L
of its range. Total domestic nonfinancial debtlon- The purpose of the revision is to

has continued to expand in recent months &ring the rules into conformance with
a rate near the middle of its range. the Electronic Freedom of Information
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Act of 1996 (EFOIA), which amends
the Freedom of Information Act (FOIA).
The revision does not incorporate any
substantive changes in the rules other
than to conform them to the require-
ments of EFOIA and to update and
clarify the Committee’s procedures for
processing FOIA requests. After review
of the comments that are received from
the public, the Committee will issue the
rules in final form on or before Octo-
ber 2, 1997.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, September 30, 1997.

The meeting adjourned at 12:40 p.m.

Donald L. Kohn
Secretary

Meeting Held on
September 30, 1997

A meeting of the Federal Open Market
Committee was held in the offices of
the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Tuesday, September 30, 1997, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Broaddus
Mr. Guynn
Mr. Kelley
Mr. Moskow
Mr. Meyer
Mr. Parry
Ms. Phillips
Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Messrs. Boehne, McTeer, and Stern,
Presidents of the Federal
Reserve Banks of Philadelphia,
Dallas, and Minneapolis
respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Messrs. Cecchetti, Goodfriend,
Eisenbeis, Hunter, Lindsey,
Promisel, Siegman, Slifman,
and Stockton, Associate
Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Messrs. Alexander, Hooper, and
Ms. Johnson, Associate Directors,
Division of International Finance,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors

Mr. Varvel, First Vice President,
Federal Reserve Bank of
Richmond

Ms. Browne, Messrs. Dewald, Hakkio,
Ms. Krieger, Messrs. Lang,
Rolnick, Rosenblum, and
Sniderman, Senior Vice
Presidents, Federal Reserve Banks
of Boston, St. Louis, Kansas City,
New York, Philadelphia,
Minneapolis, Dallas, and
Cleveland respectively

Mr. Judd, Vice President, Federal
Reserve Bank of San Francisco
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By unanimous vote, the minutes ofrecent months, and price inflation had
the meeting of the Federal Open Marketemained subdued.
Committee held on August 19, 1997, Private nonfarm payroll employment
were approved. rose substantially over July and August
The Manager of the System Operdespite the retarding effects of a work
Market Account reported on develop-stoppage at a major package shipping
ments in foreign exchange and interfirm. Aggregate weekly hours of pro-
national financial markets in the periodduction or nonsupervisory workers were
since the previous meeting on Augustonsiderably above their second-quarter
19, 1997. There were no open markeaverage over the two months. The civil-
transactions in foreign currencies forian unemployment rate, at 4.9 percent in
System account since that meeting, andugust, was marginally above its low
thus no vote was required of thefor the current economic expansion.
Committee. Industrial production increased con-
The Manager also reported on develsiderably in July and August, extending
opments in domestic financial markets relatively brisk advance over the first
and on System open market transactiortsalf of the year. The output of business
in government securities and federakquipment rose strongly over the two
agency obligations during the periodmonths, with sizable gains in all major
August 19, 1997, through September 2%;ategories, and the output of consumer
1997. By unanimous vote, the Commit-nondurables turned up after having dis-
tee ratified these transactions. played some weakness in earlier months
The Committee then turned to a dis-of the year. The production of consumer
cussion of the economic outlook anddurables also increased on balance over
the conduct of monetary policy over thethe two months. After having risen
intermeeting period ahead. A sum-somewhat in other recent months, the
mary of the economic and financialutilization of total manufacturing capac-
information available at the time of theity was up appreciably in August, reach-
meeting and of the Committee’s dis-ing its highest level since the spring of
cussion is provided below, followed 1995.
by the domestic policy directive that Retail sales were up substantially over
was approved by the Committee andhe summer after having edged lower
issued to the Federal Reserve Bank aduring the spring. The upturn in recent
New York. months included a rebound in sales
The information reviewed at this at automotive dealers following some
meeting suggested that economic actiwweakness in earlier months. Sales at
ity had expanded briskly further in thenon-auto durable and at nondurable
third quarter. The expansion was pacedoods stores also strengthened after
by robust growth in consumer spendhaving declined on balance during the
ing and substantial further increasesecond quarter. The pickup in consumer
in business investment expendituresspending occurred against a backdrop
Housing demand seemed to have beesf further strong gains in incomes and
well maintained over the summer.household net worth that, according to
Employment and production had riserrecent surveys, had fostered high levels
considerably further since midyear.of consumer confidence. In addition,
Despite widespread indications of tightcredit continued to be readily available
labor markets, increases in laboto most consumers. Total private hous-
compensation had been moderate img starts and building permits declined
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in August to levels somewhat belowbelow their relatively high level of the
their averages in earlier months of thesecond quarter. The July increase in
year, but data on overall home salegmports also was spread among nearly
and builder ratings of new home salesll trade categories and brought total
continued to suggest that demand foimports of goods and services to a level
single-family housing was still relatively somewhat above the average for the
buoyant. second quarter. The available informa-
Real business fixed investment hadion suggested that economic activity
remained on a steep uptrend since micexpanded further in recent months in all
year, with exceptional ongoing demandhe major foreign industrial countries
for computers and communicationsexcept Japan. Growth remained rela-
equipment and relatively robust demandively robust in Canada and the United
in other categories of business equipKingdom, and activity apparently picked
ment as well. Nonresidential construc-up in France and Germany after having
tion activity appeared to have reboundetbeen sluggish early in the year. Eco-
somewhat in late spring and early sumnomic activity in Japan declined appre-
mer after having declined moderatelyciably in the second quarter, and more
earlier in the year. While new construc-recent information provided little clear
tion contracts displayed little trend,evidence of subsequent strength.
favorable conditions for nonresidential Price inflation had remained subdued.
construction were suggested by lowConsumer price inflation picked up
vacancy rates, rising prices for commerslightly in July and August from a slow
cial real estate, and a widespread availkate of increase in each of the previous
ability of financing. four months; reduced but still appre-
The accumulation of nonfarm busi-ciable increases in food prices con-
ness inventories slowed substantially inributed to the larger advance in both
July (latest data) from its average pacenonths, and a sizable rise in energy
in the second quarter. Inventory investprices lifted the index in August. At the
ment in manufacturing was only a bitproducer level, the price index for fin-
below its pace in the second quarter, bushed goods rose moderately in August
the inventory—shipments ratio for theafter having fallen for seven consecutive
sector remained at a very low level. Inmonths; the August rise largely reflected
wholesale trade, stocks fell after a sharp jump in energy prices. Over the twelve
buildup in June, and the stock—salesnonths ended in August, consumer
ratio for this sector was at the middle ofprices were up considerably less than
its relatively low range for the past year.in the previous twelve months, while
At the retail level, a rise in inventories producer prices of finished goods were
in July about matched that in June andlown slightly after having increased
the inventory—sales ratio for the sectomoderately in the previous twelve
also was near the middle of its range fomonths. The behavior of these broad
the past year. measures of inflation excluding the
The nominal deficit on U.S. trade ineffects of food and energy prices also
goods and services widened substarwas favorable over the year ended
tially in July, reflecting both a decline in in August, albeit slightly less so. Aver-
exports and a rise in imports. The lowerage hourly earnings of production and
exports of goods and services were assaonsupervisory workers picked up in
ciated with decreases in most trade catédugust from a much reduced pace in
gories and left total exports slightly July; the rise in such earnings over the
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twelve months ended in July wastightening of monetary policy in com-
slightly above that in the previousing months. Share prices in equity mar-
twelve months. kets continued to display considerable
At its meeting on August 19, 1997, volatility but increased appreciably fur-
the Committee adopted a directive thather on balance over the intermeeting
called for maintaining conditions in interval.
reserve markets that were consistent In foreign exchange markets, the dol-
with an unchanged federal funds ratdar experienced mixed changes in rela-
averaging about’% percent. The direc- tion to major foreign currencies, largely
tive included a bias toward the possiblegeflecting diverging economic develop-
firming of reserve conditions and aments abroad. On balance, the dollar’s
somewhat higher federal funds rate tdrade-weighted value in terms of the
reflect a consensus among the membeatsher G-10 currencies declined some-
that the economic risks remained biasedhat over the intermeeting period. The
toward higher inflation. Although the dollar was down considerably against
members did not see a high probabilitthe mark as data suggesting a pickup in
that likely developments would warrantGerman economic activity and inflation
a tightening of policy during the inter- led to market speculation concerning a
meeting interval, they continued topossible increase in short-term German
anticipate that the next policy move wasnterest rates. The dollar also registered
more likely to be in the direction of sizable declines over the period against
some firming than toward some easinga number of other European currencies.
The reserve market conditions associOn the other hand, the dollar rose appre-
ated with this directive were expected tcciably in relation to the Japanese yen,
be consistent with some slowing in thewhich came under selling pressure
growth of M2 and M3 to more moderateagainst the background of continuing
rates over coming months. sluggish economic conditions in Japan,
Open market operations were directegersistent problems in its financial sys-
throughout the intermeeting periodtem, and concerns about the potential
toward maintaining the existing degreesffect on Japan of the recent deprecia-
of pressure on reserve positions, and thigons of Southeast Asian currencies. The
federal funds rate averaged just slighthdollar also strengthened somewhat in
above the Committee’s intended level oterms of the British pound, in part as a
5%> percent. Most other interest rates imesult of some indications that economic
short-term markets were little changedactivity in the United Kingdom was not
over the period. Rates on longer-termas strong as expected and the sizable
obligations were down somewhat ondeclines that had occurred recently in
balance, apparently reflecting a reassestrat nation’s long-term interest rates.
ment of the outlook for inflation by M2 expanded at a rapid pace in
some market participants in the lightAugust and continued to grow at a still
of unexpectedly low inflation and otherrobust though diminished rate in Sep-
statistics released during the latter paember according to the limited data
of the period. The downward movementvailable for that month. The strength of
in long-term interest rates resulted iNnVi2 and also that of M3 was related at
some further flattening of the slope ofleast in part to changes in the allocation
the yield curve and appeared consisterdf financial assets and liabilities rather
with an interpretation that market par-than to the growth in spending; in par-
ticipants saw little likelihood of any ticular, the volatility in the stock market
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evidently fostered a redirection of fundsments, members commented on the con-
to M2 assets, among others, andinued remarkable performance of the
included heavy inflows to the moneyeconomy. Strength in consumer spend-
market funds component of M2. For theing and further acceleration in capital
year through August, M2 rose at a ratenvestment sparked faster-than-expected
somewhat above the upper bound ofrowth in the third quarter, and rela-
the Committee’s range. M3 grew at artively brisk economic expansion seemed
exceptionally rapid rate over the sum+o be in prospect for a period ahead in
mer months, with only few signs of the context of very positive business and
moderation in September according t@wonsumer sentiment, strong demands for
the partial data available for that monthcapital goods, and favorable financial
Apart from the strength in its M2 com- conditions. The rate of expansion might
ponents, the increase in this aggregatsubsequently be expected to slow as
reflected bank substitution of large timestocks of business capital and consumer
deposits for foreign borrowings todurable goods built up relative to sales
finance credit growth and also reflectecand incomes, inventory investment
substantial inflows to institution-only moderated somewhat, and the recent
money funds. For the year throughstrength of the dollar began to exert a
August, M3 expanded at a rate welldrag on exports. It was an open ques-
above the upper bound of its rangetion, however, as to whether these influ-
Total domestic nonfinancial debt contin-ences would be sufficient to slow the
ued to increase at a relatively moderatgrowth of demands for goods and ser-
rate in recent months. vices to a more sustainable pace, and
The staff forecast prepared for thismany members suggested that the risks
meeting suggested that the economio the forecast were on the side of
would expand at a pace significantlyincreases in final demands that would
above that anticipated earlier for the secpress more intensely against the avail-
ond half of the year and the early part ofable resources. Despite high levels of
1998, but economic growth was likelyresource utilization, inflation and infla-
to moderate appreciably to a more sustionary expectations had remained sub-
tainable rate later. In the near term, busidued to date, reflecting to some extent
ness fixed investment appeared to bspecial influences like the rise in the
providing surprisingly strong impetusforeign exchange value of the dollar.
to income growth, and rising levels ofMoreover, sizable gains in productivity
wealth were stimulating robust con-combined with moderate increases in
sumer demand. With sales so strongyages and salaries seemed to have
the downward adjustment in inventorycontributed to keeping unit labor costs
investment that had been anticipated iand prices under control. However, the
the previous staff forecast seemed likelygrowing tightness in labor markets
to occur more gradually. The projectedn many parts of the country was
strength in aggregate demand appeardzking accompanied by some signs of
likely to intensify pressures on resourcesising pressures on labor compensation,
and lead to some pickup in inflation.including the use of special bonuses and
Less accommodative financial marketther innovative compensation initia-
conditions were anticipated to damptives that are not included in the usual
these tendencies over time. statistical measures of labor costs. In
In the Committee’s discussion of cur-the circumstances, members saw a risk
rent and prospective economic developef added wage and price inflation if
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economic activity did not slow to a would continue to provide good support
more sustainable pace consistent at far housing demand. In this regard,
minimum with no further appreciable recent statistical and anecdotal informa-
increase in labor utilization rates. tion indicated that home sales were
With regard to the prospects for finalholding up well across the country,
demand in key sectors, members tooklthough higher-priced homes appeared
note of the rebound in consumer expento be selling relatively slowly in some
ditures after a sluggish second quarteareas.
Solid gains in employment, incomes, In the Committee’s discussion of the
and household net worth were seen gsrospects for inflation, members dis-
sustaining further robust expansion ircussed the relative absence of price pres-
consumer spending. In addition, memsures in an environment of increasingly
bers anticipated that continued furthetight labor markets across the country
rapid expansion in investment expendiand rising levels of manufacturing
tures by business firms for equipmentapacity utilization. In labor markets,
and structures would provide strongcosts were increasing much less than
underlying support for the economicwould have been expected on the basis
expansion. High rates of return onof previous experience under similarly
investments in equipment, particularlytight conditions. Among the possible
for computers and communicationsexplanations for this outcome were per-
equipment where prices were fallingsisting concerns about job security; the
rapidly, coupled with ready financingmuted rise in worker benefits, notably
from both internal cash flows and exter-ealth care; and the increasing use by
nal sources were inducing firms toemployers of more flexible and inno-
undertake large investment programsvative means to attract and retain work-
Such investments would expand capacers that were in high demand. Moreover,
ity, improve productivity, and lower it was suggested that, at least in manu-
costs of production. Anecdotal reportsacturing, productivity had risen unusu-
suggested a mixed picture in nonresially rapidly of late, allowing corpora-
dential real estate markets. In muchions to hold the line on prices despite
of the country, commercial and officeincreases in labor costs. While the
vacancies were declining from alreadyunderlying reasons for the favorable
low levels and lease rates were risinginflation trends were not entirely clear,
Shortages of construction workers werghe members noted that, in addition to
said to be holding back constructionsubdued increases in labor costs, the
in some areas, but in other parts of th@ppreciation of the dollar and the rela-
country there were indications of sometively sluggish performance of many
moderation in construction activity andforeign industrial economies seemed
of emerging overcapacity in some mario be contributing to the better-than-
kets. The ready availability of financingexpected inflation performance by hold-
was a supportive factor in the outlooking down prices in world commodity
for nonresidential construction. markets and prices of imported goods
A gradual decline in housing activity more generally. These developments
was expected to exert only mild restrainfllso added to competitive pressures on
on the increase of economic activity.businesses, which together with cus-
Solid job and income growth, the hightomer resistance were making it very
level of household wealth, and the lowdifficult for firms to raise prices to
cash flow burden of homeownershipreflect their higher costs.
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The members commented that whilgainability of the expansion. Several
few signs of rising price inflation had members emphasized in this regard that
surfaced, the widespread tautness af tightening move could be most
labor markets and the emergence oéffective if it were implemented pre-
scattered indications of increased presemptively, before inflation had time to
sure on wages and other labor costgather upward momentum and become
were cause for concern. Anecdotakmbedded in financial asset prices and
reports suggested that increases in healihh business and consumer decision-
care costs were likely to turn up, andmaking.
there were indications that fears about There were, nonetheless, a number of
job security might be diminishing andreasons for delaying a tightening of pol-
that workers were becoming less relucicy. The behavior of inflation had been
tant to leave their jobs before findingunexpectedly benign for an extended
better ones. In addition, businesses wengeriod of time for reasons that were not
reporting increasing difficulty in hiring fully understood. Forecasts of an upturn
and retaining qualified workers. Growthin inflation were therefore subject to
in labor demand had been outpacin@ considerable degree of uncertainty,
sustainable increases in labor supplyand the expansion of economic activity
these reports suggested that the risk afould still slow to a noninflationary
an acceleration in labor compensatiopace. Members also commented that a
was rising. policy tightening was not anticipated at

In the Committee’s discussion of pol-this time and such an action might there-
icy for the intermeeting period aheadfore have unintended adverse effects on
all the members endorsed a proposal thinancial markets. Members recognized
maintain an unchanged policy stancethat from the standpoint of the level of
but several also indicated that economiceal short-term interest rates, monetary
developments could well require a tight-policy could already be deemed to be
ening of policy in the relatively near fairly restrictive. Several noted, how-
future. Members observed in this regarever, that credit from a wide variety of
that some factors that had contributedenders appeared to be amply available
to a currently subdued rate of inflation,in financial markets on favorable terms,
notably the appreciation of the dollar,perhaps overly so in present circum-
damped wage demands, and relativelgtances, and some also noted that the
limited increases in the cost of healthstrength in the broad measures of money
benefits, were not likely to continue toin recent months suggested that policy
exert the same restraining influencewas not restraining liquidity or financial
Moreover, final demands had been unexconditions more generally. In the course
pectedly strong, with economic activity of the Committee’s discussion of these
and the associated demand for labadiverging considerations, a consensus
expanding at an unsustainable pace fa@merged for maintaining a steady policy
some time, and it was unclear whethecourse at this time, but members also
without policy action overall demandsexpressed the need for a heightened
would moderate sufficiently to avoid degree of vigilance as they continued to
increasing pressures on resources. lassess ongoing developments for signs
the circumstances, the risks to the ecorthat inflation might intensify in the
omy appeared to be strongly tiltedfuture.
toward rising inflation whose emer- In their discussion of possible adjust-
gence would in turn threaten the susments to policy during the intermeeting
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period, all the members indicated thatnstructed otherwise by the Committee,
they wanted to retain in the operatingto execute transactions in the System
paragraph of the directive the existingAccount in accordance with the follow-

asymmetry toward restraint that was iniing domestic policy directive:

tially adopted at the May meeting. Such

a directive was consistent with their The information reviewed at this meeting

view that the risks continued to besuggests that growth of economic activity

; i i ; ; emains brisk. In labor markets, hiring con-
bl_ased tOW‘?rd rising inflation and Indeec{inued robust over the summer mont%s and
with the view of most members thatihe civilian unemployment rate, at 4.9 per-

those risks might have increasedeent in August, remained near its low for
Accordingly, while the probability that the current economic expansion. Industrial
the incoming information would war- production increased considerably further

rant a tightening move during the inter-in July and August. Retail sales have risen

: ; : ; sharply over recent months after a pause
meeting period might not be high, theduring the spring. Housing starts declined

members continued to view the nexiy jyly and August, but home sales have
policy move as more likely to be in the been strong. Business fixed investment has
direction of some firming than towardincreased substantially further since midyear
easing. and available indicators point to further siz-
At the conclusion of the Committee’s able gains in coming months. After narrow-

: . ing somewhat in the second quarter, the
discussion, all the members supported #ominal deficit on U.S. trade in goods and

directive that called for maintaining con-gerices widened substantially in July. Inven-
ditions in reserve markets that were contory investment in July was well below the
sistent with an unchanged federal fundaverage pace in prior months of 1997. Price
rate of about % percent. All the mem- inflation has remained subdued and increases

bers also agreed on the desirability of? labor compensation have been moderate

retaining a bias in the directive toward" ﬁggptmgmgf'imerest rates are about

the possible firming of reserve condi-ynchanged on balance since the day before
tions and a higher federal funds rat@he Committee meeting on August 19,

during the intermeeting period. Accord-1997. Share prices in equity markets have
ingly, in the context of the Committee’s increased considerably over the period, with
long-run objectives for price stability SOme stock price indexes reaching new

. - ighs. In foreign exchange markets, the
and sustainable economic growth, an ade-weighted value of the dollar in terms

giving careful consideration to €co-of the other G-10 currencies declined some-
nomic, financial, and monetary develwhat on balance over the intermeeting
opments, the Committee decided thaperiod.

a somewhat higher federal funds rate Growth of M2 appears to have moderated
would be acceptable or a slightly lowerSomewhat in September from a very rapid

. ace in August, while expansion of M3
federal funds rate might be aCcept;mlgemained very strong in both months. For the

during the intermeeting period. Theyear through August, M2 expanded at a rate
reserve conditions contemplated at thiSomewhat above the upper bound of its range
meeting were expected to be consisfor the year and M3 at a rate substantially
tent with some moderation in the ex-above the upper bound of its range. Total
pansion in M2 and M3 over coming domestic nonfinancial c:lebt has contlnuedtk?
ths expand in recent months at a pace near the
montns. middle of its range.
The Federal Reserve Bank of New The Federal Open Market Committee

York was authorized and directed, untilseeks monetary and financial conditions that
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will foster price stability and promote sus-Meeting Held on
tainable growth in output. In furtheranceNoyember 12, 1997

of these objectives, the Committee at its

meeting in July reaffirmed the ranges it hady

established in February for growth of M2
and M3 of 1 to 5 percent and 2 to 6 percen
respectively,

meeting of the Federal Open Market
ommittee was held in the offices of
measured from the fourththe Board of Governors of the Federal

quarter of 1996 to the fourth quarter of 1997 Reserve System in Washington, D.C.,
The range for growth of total domestic non-on Wednesday, November 12, 1997, at
financial debt was maintained at 3 to 7 per9:00 a.m.

cent for the year. For 1998, the Committee

agreed on a tentative basis to set the same

ranges as in 1997 for growth of the monefresent:

tary aggregates and debt, measured from
the fourth quarter of 1997 to the fourth
quarter of 1998. The behavior of the mone-
tary aggregates will continue to be evaluated
in the light of progress toward price level
stability, movements in their velocities, and
developments in the economy and financial
markets.

In the implementation of policy for the
immediate future, the Committee seeks
conditions in reserve markets consistent
with maintaining the federal funds rate
at an average of around¥b percent. In
the context of the Committee’s long-run
objectives for price stability and sustain-
able economic growth, and giving careful
consideration to economic, financial, and
monetary developments, a somewhat higher
federal funds rate would or a slightly lower
federal funds rate might be acceptable
in the intermeeting period. The contem-
plated reserve conditions are expected to
be consistent with some moderation in
the growth of M2 and M3 over coming
months.

Votes for this action: Messrs. Greenspan,
McDonough, Broaddus, Guynn, Kelley,
Meyer, Moskow, Parry, Mses. Phillips
and Rivlin. Votes against this action:
None.

It was agreed that the next meeting
of the Committee would be held on
Wednesday, November 12, 1997.

The meeting adjourned at 12:45 p.m.

Donald L. Kohn
Secretary

Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Broaddus

Mr. Ferguson

Mr. Gramlich

Mr. Guynn

Mr. Kelley

Mr. Moskow

Mr. Meyer

Mr. Parry

Ms. Phillips

Ms. Rivlin

Messrs. Hoenig, Jordan, Melzer, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Messrs. Boehne, McTeer, and Stern,
Presidents of the Federal Reserve
Banks of Philadelphia, Dallas, and
Minneapolis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Cecchetti, Goodfriend,
Eisenbeis, Lindsey, Promisel,
Slifman, and Stockton, Associate
Economists

Mr. Fisher, Manager, System Open
Market Account
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Messrs. Madigan and Simpson, ber 30, 1997. There were no System
Associate Directors, Divisions of gpen market transactions in foreign cur-
g/'n%”gttgg’sﬁfsa'rrssiggtsif;amh rencies during this period, and thus no
Board of Governors ' vote was required of the Committee.

The Manager also reported on devel-
opments in domestic financial markets

Mes?\zss. '\A]\(l)eki(r?snc;jnerAggggS{éagi?ectors and on System open market transactions
Division of International Finance. 1N government securities and federal
Board of Governors ' agency obligations during the period

September 30, 1997, through Novem-

Ms. Low, Open Market Secretariat ber 11—' 1997'- By unanimous vote, the
Assistant, Division of Mon etary Committee ratified these transactions.
Affairs, Board of Governors By unanimous vote, paragraph 1.A of

the Authorization for Domestic Open
] ] ) Market Operations was amended to raise

Ms. Planalto and Mr. Rives, First from $8 billion to $12 billion the dollar
Bgr?ksrngICIZCesléng aenrg St.efgﬂYf limit on intermeeting changes in System
respectively Account holdings of U.S. government

and federal agency securities for the

Messrs. Dewald, Hakkio, Rolnick intermeeting - period through D-ecem_

: ' ' ber 16, 1997. The Manager advised the

and Sniderman, Senior Vice :
Presidents, Federal Reserve Bank&Ommittee that, as was usually the case

of St. Louis, Kansas City, at this time of year, the anticipated
Minneapolis, and Cleveland pattern of reserve needs was such that
respectively he might want to add considerably to
the System’s outright holdings of U.S.
Messrs. Bentley, Meyer, and government securities over the coming
Rosengren, Vice Presidents, intermeeting period. By unanimous
Federal Reserve Banks of notation vote, the Committee subse-
New York, Philadelphia, and quently approved a further increase in

Boston respectively the intermeeting leeway to $17 billion.

The increase, effective December 8, was
Ms. Gonczy and Mr. Koenig, Assistant made on the recommendation of the
Vice Presidents, Federal Reserve Manager who saw the need for substan-
22”';%3&5“"3&90 and Dallas {ja|ly more outright purchases of Trea-
P y sury obligations than anticipated earlier,
Mr. Trehan, Research Officer, Federal 1argely in light of much greater than
Reserve Bank of San Francisco projected growth in currency.
With Mr. Broaddus dissenting, the
By unanimous vote, the minutes ofCommittee authorized the renewal for
the meeting of the Federal Open Marke&in additional one-year period of the
Committee held on September 30, 19973ystem’s reciprocal currency (“swap”)
were approved. arrangements with foreign central banks
The Manager of the System Operand the Bank for International Settle-
Market Account reported on develop-ments. The amounts and current matu-
ments in foreign exchange and intersity dates of the arrangements approved
national financial markets in the periodfor renewal are shown in the table that
since the previous meeting on Septemfollows:
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Amount view renewal of the existing swap lines
arrg; . as desirable because they are used pri-
ment Term | Maturity marily to facilitate market intervention.
Foreignbank | (Millons | months)  date The Committee then turned to a dis-
dollars cussion of the economic outlook and the
eﬁe“,{‘t’)a' conduct of monetary policy over the
intermeeting period ahead.
Austggmat'ona' 250 12 12/04/97 The information reviewed at the
Bank of England .| 3,000 12/04/97  meeting suggested that economic activ-
Bank of Japan...... 5,000 12/04/97 H ; H H
Bank of Norway . 550 ia0ai07 ity continued to grow rapidly in recent
Bank of Sweden... | 300 12/0497  months. The further advance reflected
Swiss National Bankl. 4,000 120497 3 surge in business fixed investment
Settlements: and consumer spending, while housing
Swiss francs. ...... 600 12/04/97 . . .
Other authorized demand remained at a high level. Sig-
European ifi i i i -
e | 1250 12/04/97 n|f|ca_\nt slowing in exports and inven
Bank of Mexico ... .. 3,000 12112/97  tory investment provided only a partial
Bank of Canada.....| 2,000 12/15/97 H
Natioral Bank of offset to the strength. Accordingly,
Belgium. ... 1,000 12/18/97  production and employment recorded
National Bank of 250 120897 further large gains. Price inflation re-
Bank of France....... 2,000 12/28/97  mained subdued despite tight labor mar-
German Federal . .
Bank.......... 6,000 1228/97 kets and a pickup in the pace of labor
Bank of ltaly ........ 3,000 12/28/97 i
Netherlands Bank . |. 500 12 12/28/97 Compensatlon'
Nonfarm payroll employment rose

substantially further in October. Manu-
facturing payrolls recorded their largest
Mr. Broaddus dissented because hgse in the current economic expansion,
believed that the Federal Reserve’s paiand aggregate weekly hours worked
ticipation in foreign exchange marketincreased significantly; most of the gain
intervention compromises its abilityin payrolls occurred at durable goods
to conduct monetary policy effectively. establishments. Hiring remained robust
Because sterilized intervention cannoin the service-producing sector, led by
have sustained effects in the absencszable increases at computer services
of conforming monetary policy actions,and engineering and management ser-
Federal Reserve participation in foreigrvices firms. The civilian unemployment
exchange operations risks one of twaate fell to 4.7 percent in October, its
undesirable outcomes. First, the indelow for the current expansion.
pendence of monetary policy is jeopar- Industrial production registered a
dized if the System adjusts its policylarge advance in the third quarter and
actions to support short-term foreignapparently remained strong in October.
exchange objectives set by the TreasunA third-quarter surge in the manufacture
Alternatively, the credibility of mone- of durable goods, notably of motor vehi-
tary policy is damaged if the Systemcles, aircraft, and information process-
does not follow interventions with com-ing equipment, more than offset weak
patible policy actions, the interventionsexpansion in the output of nondurable
consequently fail to achieve their objec-goods and a decline in mining activity.
tives, and the System is associated in thalthough the step-up in manufacturing
mind of the public with the failed opera- production boosted further the rate
tions. In these circumstances, he did natf utilization of manufacturing capacity,
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the latter was somewhat below its mosbf its range for the past twelve months.
recent peak in January 1995. Wholesale inventories posted another
Retall sales posted a sharp rise in theizable advance in September; the
third quarter, though growth in sales ofinventory—sales ratio for this sector was
both durable and nondurable goodgust above the high end of its range for
moderated during the quarter. Consumethe past year. Retail stocks fell in August
spending on services also continuedlatest available data), more than revers-
to increase at a relatively brisk paceing their July increase. The inventory—
Growth in such spending was undersales ratio for the sector also was at the
pinned by continuing substantial gaindow end of its range for the past year.
in incomes, the cumulative increase The nominal deficit on U.S. trade in
in household net worth over the pasgoods and services widened substan-
several years, and the ready availabilityially on balance over July and August
of credit to most consumers. Housingrom its rate in the second quarter.
demand remained strong in the thirdExports of goods and services changed
quarter in association with moderatdittle on net in the July—August period,
interest rates and very positive consumebput imports rose considerably; the larg-
assessments of homebuying conditiongst increases in imports were for aircraft
Sales of both new and existing homesnd automotive products, though sizable
increased a bit, and housing starts wergains also were recorded for computers,
little changed in the third quarter from semiconductors, and industrial supplies.
the high level recorded during the firstAvailable indicators of economic activ-
half of the year. ity in the third quarter pointed to robust
Business fixed investment increase@&xpansion in all the major foreign
at an unusually rapid rate in the thirdindustrial countries except Japan, where
quarter. The rise in outlays was spreadctivity rebounded only moderately
across all categories of producers’ durafrom a sharp second-quarter decline.
ble equipment, but the largest gaindAlthough timely data were sparse, the
were in office, computing, and com-economies of many Asian countries
munications equipment. Available datgprobably were weakening as their
on new orders pointed to further broadexchange rates came under pressure,
based and robust expansion in equipproblems in their financial sectors were
ment spending in coming months.revealed, and their monetary and fiscal
Nonresidential construction grew at agpolicies moved toward restraint.
moderate pace in the latest quarter Consumer price inflation remained
despite a decline in September. Availsubdued in September. The increase in
able information suggested that conboth overall consumer prices and the
struction would trend upward at a mod-prices of consumer items other than food
est rate in coming months. and energy was modest. For the twelve
Business inventory investment ap-months ended in September, prices
peared to have moderated substantiallgf consumer items other than food and
in the third quarter from the rapid rateenergy increased by a considerably
of the previous quarter, and on balancemaller amount than in the year-earlier
stocks were at relatively low levelsperiod. At the producer level, the Sep-
in relation to sales. In manufacturing,tember rise in prices was the largest
stocks rose somewhat further in Septemmonthly increment since January 1991,
ber, but the inventory-to-shipments ratimonetheless, the overall index was
for the sector declined to the low endunchanged over the past twelve months
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after a sizable rise over the previousSeptember 30 meeting, while Treasury
twelve-month period. The core indexbond vyields declined somewhat on

also decelerated on a year-over-yedralance. Unexpectedly strong incoming
basis. The rate of increase in the hourlyglata on U.S. producer prices, employ-
compensation of private industry work-ment, and wages tended to exert upward
ers was unchanged in the third quartepressures on bond yields on some days,
but the advance over the past four quabut these were more than offset by
ters was somewhat larger than that foinvestor desires for safety and quality,

the previous four. Growth in averagethe continuing moderation in consumer

hourly earnings picked up in Septembeinflation, and the perception engendered
and October, perhaps partly reflectindy international financial developments

the effects of an increase in the federathat inflation pressures were likely to

minimum wage. remain subdued.

At its meeting on September 30, The dollar also was affected by the
1997, the Committee adopted a directivespreading financial turmoil in develop-
that called for maintaining conditionsing countries, appreciating significantly
in reserve markets that were consisterdver the intermeeting period against
with an unchanged federal funds ratehe currencies of a number of Asian
averaging around¥ percent. The Com- and Latin American countries. Much of
mittee retained a tilt in the directive the increase was counterbalanced, how-
toward a possible firming of reserveever, by a sizable decline in the dollar’s
conditions during the intermeetingtrade-weighted value in terms of the
period, reflecting its view that the riskscurrencies of the other G-10 countries.
continued to be skewed toward risingThe dollar’s decline against the German
inflation. Reserve market conditionsmark and other European currencies
associated with this directive werepartly reflected diminished market
expected to be consistent with somexpectations of potential tightening in
moderation in the growth of M2 and M3the United States and a snugging of
over coming months. monetary conditions by the Bundesbank

Open market operations were directe@nd other continental European central
throughout the intermeeting periodbanks. Further progress in resolving
toward maintaining reserve conditionsuncertainties surrounding the European
consistent with the Committee’s in-Monetary Union also may have contrib-
tended level of around?s percent for uted to the rise in European currencies.
the federal funds rate, and the rate aveffhe dollar appreciated slightly on bal-
aged close to that level over the periodance against the Japanese yen.

Other financial markets became quite Growth of M2 and M3 apparently
volatile from time to time. Share pricesmoderated further in October, though
in equity markets fluctuated widely inthe expansion of these aggregates
occasionally turbulent trading activity remained brisk. A sharp slowing of
and were down somewhat on balancenflows to money market mutual funds
over the period; equity markets in otheraccounted for much of the deceleration
countries, notably in Asia, also wereof M2, and an easing in the pace of
volatile, and very large declines wereissuance of large time deposits, evi-
recorded in some of those marketsdently reflecting a smaller rise in bank
Against this background, U.S. short-credit, also contributed to a modest
term interest rates registered smalfeduction in M3 growth. For the year
mixed changes over the period since théhrough October, M2 expanded at a rate
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that was at the upper bound of the Commarkets and economies would tend
mittee’s range for the year and M3 at @o damp output and prices in the United
rate substantially above the upper boun8tates. To date, it appeared that the
of its range. Total domestic nonfinanciakffects on the U.S. economy would be
debt increased in recent months at a ratguite limited, but the ultimate extent of
somewhat below the middle of its rangethe adjustment in Asia was unknown, as
The staff forecast prepared for thiswas its spillover to global financial mar-
meeting suggested that the economigets and to the economies of nations that
would continue to expand for a time atwere important U.S. trading partners.
a pace considerably above its potentialThe second influence was the apparently
but growth was expected to moderatsharp increase in productivity in the
to a more sustainable rate later. Furthesecond and third quarters. This was an
rapid increases in business investmer@ncouraging development, although it
would provide strong impetus to incomewas too early to judge the persistence of
growth in the near term, and the rise inthe uptrend in productivity growth and
household wealth so far in 1997 wouldthe extent to which it might reduce the
stimulate robust consumer demandadditional price pressures that would
going forward. The projected strengthbe generated in the event of an extended
of domestic demand would be offset toperiod of further robust economic
some extent by a considerable weakerexpansion.
ing in the growth of exports in response Strength in consumer spending had
to the lagged effects of the earlier appreprovided an important underpinning for
ciation of the dollar and sharp antici-robust economic expansion, and sub-
pated reductions in the economic growtlstantial growth was likely to persist, sus-
of Asian and other developing countriestained by increases in employment and
In the Committee’s discussion of cur-incomes, high levels of confidence, and
rent and prospective economic developthe cumulative effects of very large
ments, members focused on widespreaghins in stock market wealth over the
indications of a continued solid advancepast several years. The outlook for capi-
in economic activity, spurred by strengthtal spending also remained quite favor-
in all major sectors of the domesticable because the factors that were con-
economy, and the persistence of subtributing to the ongoing surge in such
dued increases in prices. The currergpending—its potential for lowering
momentum of the expansion, togetheproduction costs in highly competitive
with broadly supportive financial con- markets and the ready availability of
ditions and favorable business and confinance on attractive terms—uwere likely
sumer sentiment, suggested that ecdo persist. While private domestic
nomic growth was likely to be well demand most likely would continue
maintained, especially over the neareto display considerable strength, both
term. As a consequence, the memberonsumption and investment were
agreed that there remained a clear riskomewhat vulnerable to developments
of additional pressures on already tightn financial markets, perhaps arising
resources and ultimately on prices thatrom further difficulties in Asia.
could well need to be curbed by tighterincreased uncertainty about asset values
monetary policy. But the members alsacould engender greater caution on
focused on two important influences thaspending, and of course a substantial
were injecting new uncertainties intodecline in equity values would reduce
this outlook. Turmoil in Asian financial household wealth and raise the cost of
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equity capital. Some members also comand hold down costs, suggesting that
mented that additional appreciation oforoductivity might be on a higher trend
the dollar, perhaps in association withfor a time. But it also could be attributed
possible further turbulence in Asia ando some extent to the strengthening in
weakness in foreign economies, wouldeconomic output; such strengthening
have adverse implications for netoften is associated with a pickup in
exports, which already were seen as productivity as producers react initially
somewhat negative factor in the ecoto the upturn in demand by stretching
nomic outlook. At the same time, aavailable labor further. If the pace of the
stronger dollar would have a positiveeconomic expansion were to moderate
effect on domestic inflation over the pro-in line with current expectations, the
jection horizon. growth in productivity also could be
In the course of their discussion, theexpected to slow, but to an uncertain
members gave considerable emphasis &xtent.
recent developments in labor markets. The trend in productivity gains was a
Statistical indicators of rising levels key factor in the outlook for unit costs
of employment, low and falling rates of and ultimately for price inflation. As had
unemployment, and a diminishing sup-been true for an extended period, infla-
ply of new workers were reinforced bytion had remained relatively subdued in
anecdotal evidence of tight labor mar-comparison with past experience under
kets throughout the nation. The demanéroadly similar economic conditions.
for many types of workers exceeded th&he reasons for the relative quiescence
supply in many regions, and a numbenf inflation were not fully understood,
of members reported that growth ofbut they undoubtedly included a number
economic activity in various parts of theof special factors beyond higher pro-
country was being held back by the scarductivity such as a lagged response to
city of labor. While labor compensationearlier appreciation of the dollar and
had accelerated, the pickup was moddnusually damped increases in the cost
erate in light of the taut conditions inof health benefits. As they had at pre-
labor markets and some of it reflectedrious meetings, members suggested
the legislated rise in the minimum wagethat these favorable influences were
Nonetheless, members cited numerougkely to erode over the year ahead. A
examples of efforts to attract or retainnumber of members again cited reports
workers in especially scarce supplyof increases in health insurance premi-
through a variety of bonus paymentsums next year and subsequently. More
and other incentives that were noffundamentally, it was difficult to pre-
included in standard measures of labodict whether anticipated increases in
compensation. labor compensation would be fully off-
The effects on costs and prices oket by productivity gains in coming
somewhat faster increases in compensguarters and whether, in turn, competi-
tion evidently were being muted by whattive market conditions would allow
appeared to have been a sharp advantiems to raise prices to compensate for
in productivity growth in the past two any increases in their costs. On balance,
quarters. The acceleration in producthe members felt that the risks remained
tivity seemed to be related in part toin the direction of rising price inflation
the surge in capital spending, whichthough the extent and timing of that
had been stimulated by the ability ofoutcome were subject to considerable
new equipment to enhance efficiencydebate.
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In the Committee’s discussion of pol- In their discussion of possible adjust-
icy for the intermeeting period ahead, aliments to policy during the intermeeting
but one member endorsed a proposal fperiod, the members indicated that they
maintain an unchanged policy stancewanted to retain in the operating para-
and all agreed that the risks remainedraph of the directive the existing asym-
tited toward rising inflation. While metry toward restraint that was initially
developments in Southeast Asia weradopted at the May meeting. Such a
not expected to have much effect on thelirective was consistent with their view
U.S. economy, global financial mar-that the risks continued to be biased
kets had not yet settled down and furtoward rising inflation. Accordingly, the
ther adverse developments could haveembers continued to view the next
greater-than-anticipated spillover effectpolicy move as more likely to be in the
on the ongoing expansion. In this envidirection of some firming than toward
ronment, with markets still skittish, easing.

a tightening of U.S. monetary policy At the conclusion of the Committee’s
risked an oversized reaction. Somaliscussion, all but one member sup-
members also emphasized that the relgorted a directive that called for main-
tively favorable trends in productivity, taining conditions in reserve markets
costs, and prices continued to raise queshat were consistent with an unchanged
tions about the strength and timing offederal funds rate of about/s percent
any pickup in inflation. Other membersand that retained a bias toward the pos-
stressed that the unsustainable pace sible firming of reserve conditions and
domestic demand and rising resourca higher federal funds rate during the
utilization seemed to call for a near-termintermeeting period. Accordingly, in
tightening of policy. Some of thesethe context of the Committee’s long-run
members noted that overall financialbbjectives for price stability and
conditions remained quite supportivesustainable economic growth, and giv-
despite the recent market turmoil andng careful consideration to economic,
high real short-term interest rates. Credifinancial, and monetary developments,
from a wide variety of lenders appearedhe Committee decided that a some-
to be amply available on favorablewhat higher federal funds rate would be
terms, perhaps overly so in present ciracceptable or a slightly lower federal
cumstances. Nonetheless, all but onfinds rate might be acceptable during
of the members believed that in light ofthe intermeeting period. The reserve
the uncertainties about the economiconditions contemplated at this meeting
outlook, an immediate policy tighteningwere expected to be consistent with
was not needed in the absence of firmanoderate growth in M2 and M3 over
indications that inflationary pressurescoming months.

might be emerging. In the view of The Federal Reserve Bank of New
one member, however, aggregate fina¥ork was authorized and directed, until
demand was so strong that, withinstructed otherwise by the Committee,
economic activity and the associatedo execute transactions in the System
demand for labor having expanded at a\ccount in accordance with the follow-
unsustainable pace for some time, oniag domestic policy directive:

could be reasonably confident that infla-

tion would most likely pick up in the  The information reviewed at this meeting
absence of policy action. suggests that economic activity continued
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to grow rapidly in recent months. In labortively, measured from the fourth quarter of
markets, hiring has remained robust and th&996 to the fourth quarter of 1997. The range
civilian unemployment rate fell to 4.7 per-for growth of total domestic nonfinancial
cent in October, its low for the current debt was maintained at 3 to 7 percent for the
economic expansion. Industrial productionyear. For 1998, the Committee agreed on a
increased very rapidly in the third quartertentative basis to set the same ranges as in
and appears to have remained strong in Octd-997 for growth of the monetary aggregates
ber. Retail sales also rose sharply in the thirdnd debt, measured from the fourth quarter
quarter, though at a moderating pace as thef 1997 to the fourth quarter of 1998. The
summer progressed. Housing starts, whileehavior of the monetary aggregates will
fluctuating from month to month, were little continue to be evaluated in the light of
changed on balance in the third quarter. Busiprogress toward price level stability, move-
ness fixed investment posted unusuallynents in their velocities, and developments
strong increases in the latest quarter, anih the economy and financial markets.
available indicators point to further sizable In the implementation of policy for the
gains in coming months. The nominal deficitimmediate future, the Committee seeks con-
on U.S. trade in goods and services wideneditions in reserve markets consistent with
substantially on average in July and Augustaintaining the federal funds rate at an
from its rate in the second quarter. Priceaverage of arounda percent. In the context
inflation has remained subdued despite som&f the Committee’s long-run objectives for
increase in the pace of advance in laboprice stability and sustainable economic
compensation. growth, and giving careful consideration to
Short-term interest rates have registeredconomic, financial, and monetary develop-
small mixed changes since the day beforenents, a somewhat higher federal funds rate
the Committee meeting on September 30would or a slightly lower federal funds rate
1997, while bond yields have fallen some-might be acceptable in the intermeeting
what. Share prices in U.S. equity marketgperiod. The contemplated reserve conditions
have fluctuated widely in turbulent tradingare expected to be consistent with moderate
activity and are down on balance over thegrowth in M2 and M3 over coming months.
period; equity markets in other countries,
notably in Asia, have been volatile as well
and some have registered very large declines.
In foreign exchange markets, the trade-
weighted value of the dollar in terms of the
other G-10 currencies declined somewhat on
balance over the intermeeting period. The
dollar appreciated significantly, however, in
terms of the currencies of a number of Asian Mr. Broaddus dissented because he
and Latin American countries. believed that a modest tightening of

Growth of M2 and M3 appears to have S
moderated further in October from thep0|ICy would be prudent in view of the

unusually brisk rates of August. For the yeaf€C€Nt strength in aggregate demand
through October, M2 expanded at the uppefor goods and services; such demand
bound of its range for the year and M3 at aappeared to be growing considerably
rate substantially above the upper bound ofnore rapidly than the sustainable rate

its range. Total domestic nonfinancial debtat which it could be supplied without
has expanded in recent months at a pace

somewhat below the middle of its range. &N increase in inflation. While he recog-
The Federal Open Market Committeenized that a tightening at this meeting
seeks monetary and financial conditions thgpresented risks in view of recent finan-

will foster price stability and promote sus-cial and economic developments in

tainable growth in output. In furtherance of 55t Asia. he believed these risks were
these objectives, the Committee at its meet: !

ing in July reaffirmed the ranges it had estap®Utweighed by the risk that policy
lished in February for growth of M2 and M3 Would have to be tightened more aggres-
of 1 to 5 percent and 2 to 6 percent respecsively if action were delayed, demand

Votes for this action: Messrs. Greenspan,
McDonough, Ferguson, Gramlich, Guynn,
Kelley, Meyer, Moskow, Parry, Mses.
Phillips and Rivlin. Vote against this
action: Mr. Broaddus.
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remained robust, and the recent apparent
reduction in inflationary expectations
were reversed. The negative impact on
economic activity in such circumstances
would be markedly greater than if a
more modest action were taken at this
meeting.

Rules Regarding Availability
of Information

By notation vote the Committee unani-
mously approved in final form certain
revisions to its Rules Regarding the
Availability of Information. The final
rules take account of comments received
from the public on the Committee’s pro-
posed revisions to the rules that were
published earlier in the Federal Register.
The purpose of the revisions is to bring
the rules into conformity with the Elec-
tronic Freedom of Information Act of
1996, which amends the Freedom of
Information Act. The new rules take
effect on December 17, 1997.

It was agreed that the next meeting of
the Committee would be held on Tues-
day, December 16, 1997.

The meeting adjourned at 1:10 p.m.

Donald L. Kohn
Secretary

Meeting Held on
December 16, 1997

A meeting of the Federal Open Market

Committee was held in the offices of

the Board of Governors of the Federal
Reserve System in Washington, D.C.,
on Wednesday, December 16, 1997, at
9:00 a.m.

Present:
Mr. Greenspan, Chairman
Mr. McDonough, Vice Chairman
Mr. Broaddus
Mr. Ferguson
Mr. Gramlich

Mr. Guynn
Mr. Kelley
Mr. Moskow
Mr. Meyer
Mr. Parry
Ms. Phillips
Ms. Rivlin

Messrs. Hoenig, Jordan, and
Ms. Minehan, Alternate Members
of the Federal Open Market
Committee

Messrs. Boehne, McTeer, and Stern,
Presidents of the Federal Reserve
Banks of Philadelphia, Dallas, and
Minneapolis respectively

Mr. Kohn, Secretary and Economist
Mr. Bernard, Deputy Secretary

Mr. Coyne, Assistant Secretary

Mr. Gillum, Assistant Secretary

Mr. Mattingly, General Counsel

Mr. Baxter, Deputy General Counsel
Mr. Prell, Economist

Mr. Truman, Economist

Messrs. Beebe, Cecchetti, Eisenbeis,
Goodfriend, Lindsey, Promisel,
Siegman, Slifman, and Stockton,
Associate Economists

Mr. Fisher, Manager, System Open
Market Account

Mr. Winn, Assistant to the Board,
Office of Board Members, Board
of Governors

Mr. Ettin, Deputy Director, Division of
Research and Statistics, Board of
Governors

Messrs. Madigan and Simpson,
Associate Directors, Divisions of
Monetary Affairs and Research
and Statistics respectively, Board
of Governors

Messrs. Alexander, Hooper, and
Ms. Johnson, Associate Directors,
Division of International Finance,
Board of Governors

Ms. Low, Open Market Secretariat
Assistant, Division of Monetary
Affairs, Board of Governors
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Messrs. Connolly and Rives, First in recent months. The further advance
Vice Presidents, Federal Reserve reflected moderating but still sizable
Banks of Boston and St. Louis  jcreases in business fixed investment
respectively . .

and consumer spending and an upturn in

Mses. Browne, Krieger, pusiness inventory_ accumulati(_)n. Hous-
Messrs. Dewald, Hakkio, Lang, Ng demand remained at a high level,
and Rosenblum, Senior Vice and deepening trade deficits provided
Presidents, Federal Reserve Banksnly a partial offset to the strength in
of Boston, New York, St. Louis,  domestic spending. Against this back-
Kansas City, Philadelphia, and  4roynd, employment and production
Dallas respectively ! . A

posted further large gains. Price infla-

tion remained subdued despite tight

labor markets and some pickup in the
rate of wage increases.

Messrs. Bryan and Evans, Assistant Nonfarm pa)_/roll employment rose

Vice Presidents, Federal Reserve sharply further in October and Novem-

Banks of Cleveland and Chicago ber. The increases in payrolls were

respectively widespread across sectors, and in

November they included notably large

By unanimous vote, the minutes ofgains in the service-producing indus-

the meeting of the Federal Open Marketries. Manufacturing employment also

Committee held on November 12, 1997rose considerably further in November,

were approved. and aggregate weekly hours of produc-

The Manager of the System Opertion or nonsupervisory workers regis-

Market Account reported on develop-tered a particularly large advance in that

ments in foreign exchange and internamonth. The civilian unemployment rate

tional financial markets in the periodfell to 4.6 percent in November, its low
since the previous meeting on Novemf{or the current expansion.

ber 12, 1997. There were no open mar- Industrial production continued to

ket transactions in foreign currenciesadvance at a brisk pace in October and

for System Account during this period,November. The November increase was
and thus no vote was required of thevidespread across market groups. It fea-

Committee. tured particularly strong growth in the

The Manager also reported on develproduction of durable goods, including
opments in domestic financial marketsa surge in the output of motor vehicles
and on System open market transactiorend parts. Partly offsetting the strength
in government securities and federain the manufacturing sector in Novem-
agency obligations during the periodber was a decline in mining activity and

November 12, 1997, through Decemin utilities output after two months of

ber 15, 1997. By unanimous vote, theaobust expansion. The large rise in pro-

Committee ratified these transactions. duction boosted the rate of utilization

The Committee then turned to a dis-of manufacturing capacity to its highest
cussion of the economic outlook and théevel in more than two years.

conduct of monetary policy over the Growth in consumer spending had

intermeeting period ahead. moderated in recent months from a very

The information reviewed at this brisk pace during the summer. Retalil
meeting suggested that economic activsales were unchanged on balance over
ity had continued to grow at a rapid paceDctober and November after having

Mr. Miller, Vice President, Federal
Reserve Bank of Minneapolis
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increased rapidly in the third quartermer. The rise in stocks at the manu-
The flat sales for the two months re-facturing level was at a somewhat faster
flected some softening in the durablgace in October than in September, but
goods category, notably at automotivehe buildup in inventories at the whole-
dealers, and relatively slow growth insale level, and especially at the retail
the nondurable goods sector. Consuméevel, moderated in October. On bal-
spending on services appeared to hawmnce, inventories remained at quite low
remained relatively robust in October.levels in relation to shipments and sales.
According to recent surveys, consumer The nominal deficit on U.S. trade
sentiment continued at an extraorin goods and services was significantly
dinarily ebullient level in the context of larger in the third quarter than in the
further strong gains in jobs and incomessecond. Exports of goods and services
the cumulative effect of large increasesose only marginally in the third quarter,
in household net worth, and the readys increases in machinery, industrial
availability of financing for most supplies, and service receipts were
consumers. nearly offset by sharp declines in exports
Available information suggested thatof aircraft and gold. Imports of goods
business capital expenditures had modand services rose appreciably in the third
erated in recent months from the excepquarter; the increases were in most
tionally strong increases of the secondnajor trade categories and included
and third quarters. Shipments of officestrong further advances in the quantity
and computing equipment fell in nomi- of oil imports. Economic growth in most
nal terms in October, while shipments ofmajor foreign industrial countries was
communications equipment were aboutelatively vigorous in the third quarter,
unchanged after having posted strongnd preliminary indicators for the fourth
gains earlier in the year. Shipments ofjuarter suggested continued above-trend
nondefense capital goods other thaexpansion. However, growth since mid-
aircraft and high tech equipment alsoyear appeared to have recovered only
declined in October. Spending on nonmodestly in Japan from a sharp second-
residential structures had softened a bijuarter decline. The ongoing financial
in recent months. turmoil affecting a number of Asian
In the housing sector, demand hadconomies had led to a significant slow-
continued to display appreciabledown in economic activity in the region.
strength in recent months in associatiovailable data also suggested a favor-
with relatively moderate mortgage ratesable economic performance in major
and very positive consumer assessmentatin American countries in the third
of homebuying conditions. In October,quarter.
the latest month for which data were Consumer price inflation had re-
available, sales of new homes were welinained at a low level in recent months,
maintained, and sales of existing homegeflecting a variety of influences includ-
rose. Housing starts increased somewhatg a favorable labor cost environment,
in October and November from thefalling import prices, small increases
already high level reached earlier in theén energy prices, and declining inflation
yeatr. expectations. For the twelve months
After having picked up considerablyended in November, overall consumer
in September, the pace of business irprices and consumer prices excluding
ventory investment in October remainedood and energy items increased appre-
above that recorded earlier in the sumeiably less than in the year-earlier
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period. At the producer level, prices forof foreign markets fostered a sense of
finished goods edged lower in Novem-unease that was reflected in relatively
ber and the index was down somewhatvide yield spreads and, on occasion, in
on balance over the past year, reflectingrading activity and price movements.
declines in the food and energy compoEquity markets in other countries, nota-
nents. The rate of increase in averagbly in Asia, remained volatile.
hourly earnings had picked up in recent In foreign exchange markets, the
months, apparently reflecting the effectvalue of the dollar rose over the inter-
of an increase in the federal minimummeeting period in terms of both the
wage and some bidding up of wages in &rade-weighted index of the other G-10
tight labor market. currencies and the currencies of a
At its meeting on November 12, number of Asian countries. The dollar’s
1997, the Committee adopted a directiveappreciation against the German mark
that called for maintaining conditionsand other Western European currencies
in reserve markets that were consisappeared to reflect market perceptions
tent with an unchanged federal fundgshat the prospects for monetary tighten-
rate averaging around¥ percent. In ing had ebbed in those countries in light
the directive the Committee retained af the persistence of subdued inflation
tilt toward a possible firming of reserveand indications that the continuing
conditions during the intermeetingfinancial turmoil in Asian and other
period. Such a bias was seen as consismerging economies was likely to have
tent with the members’ views that thea retarding effect on the economies
risks continued to be skewed towardf the industrial countries. The dollar's
rising inflation and that the next policy appreciation relative to the yen appeared
move was more likely to be in the direc-to reflect rising concerns about the Japa-
tion of some firming than toward easing.nese economy in the wake of continuing
Reserve market conditions associatefinancial difficulties in Japan and spill-
with this directive were expected to beover effects from events elsewhere in
consistent with some moderation in theAsia. The dollar strengthened further in
growth of M2 and M3 over coming this period against most of the other
months. East Asian currencies, notably against
Open market operations throughouthe Korean won.
the intermeeting period were directed Growth in the broad monetary aggre-
toward maintaining reserve conditionsgates picked up to relatively rapid rates
consistent with the intended average oin November. Strength in currency and
around %2 percent for the federal fundsa surge in liquid deposits boosted the
rate, and the average effective rate ovesxpansion of M2, while that of M3 was
the period was close to that rate level. lramplified by a step-up in RP borrowing
other domestic financial markets, shortto help finance more rapid growth in
term interest rates registered smalbank credit. For the year through
mixed changes since the day before thBlovember, M2 expanded at a rate that
Committee meeting on November 12was slightly above the upper bound of
1997, while bond yields fell somewhat.the Committee’s annual range and M3
Share prices in U.S. equity marketsat a rate substantially above the upper
recorded mixed changes over the periochound of its range. The increase in total
Domestic financial markets becamedomestic nonfinancial debt for the year
somewhat less volatile over the periodio date was at a pace somewhat below
though further turmoil in a number the middle of the Committee’s range.
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The staff forecast prepared for thisdamping effect on output and prices in
meeting suggested somewhat greatéhe United States than previously had
moderation in economic expansion thameen anticipated. Exports to many Asian
had been projected earlier and slightlycountries, and possibly to other U.S.
less pressure on wages and prices. &ading partners whose economies might
number of factors were expected tde adversely affected by the spillover
contribute to the slowing of aggregateeffects of developments in Asia, would
demand and reduced pressure obe reduced, and declines in import
resources. These included: a slackeningrices would ease inflation pressures.
in world economic expansion that, inHowever, the ultimate extent of the
conjunction with the appreciation of theadjustment in Asian economies re-
dollar, would substantially restrain U.S.mained unknown, and more substantial
exports; some moderation of the growtldownward pressure on the economies of
in household and business investmenthe United States and its trading partners
and a diminution in the desired rate ofcould not be ruled out.
inventory accumulation. With regard to the prospects for final

In the Committee’s discussion of cur-demand in key sectors, the members
rent and prospective economic developroted that the appreciation of the dollar
ments, members commented on indicaagainst a wide range of currencies, along
tions that growth in economic activity with the prospective slackening in world
had remained solid and that inflationeconomic expansion associated with the
had continued to be surprisingly low.Asian turmoil, could be expected to
While wages appeared to be increasexert a considerable damping effect on
ingly subject to upward pressure, proU.S. exports over the next several quar-
ductivity had picked up in recent quar-ters. In addition, increased uncertainty
ters, and the persisting strength in profitebout financial asset values, possibly
suggested that unit labor costs were natlated in part to further difficulties in
accelerating noticeably. The evidentlyAsia, could lead to greater caution in
higher pace of productivity growth wasspending, while a substantial decline
very encouraging, though it was stillin equity values, should it occur, would
difficult to assess how long this favor-have a more pronounced effect by
able performance might last and theeducing household wealth and raising
extent to which it might ease the pricethe cost of equity capital. However, a
pressures that could emerge if the ecaaumber of members suggested that con-
nomic expansion did not moderate asumer spending might hold up relatively
members anticipated. Domestic demandell if the effects of the Asian crisis on
for goods and services had been quitthe U.S. economy were not markedly
strong and was likely to remain reasondeeper or more prolonged than currently
ably robust. However, the effects ofexpected. To date, anecdotal reports
the persisting turmoil in Asian finan- indicated only scattered signs of weaker
cial markets were likely to moderate theexport demand, primarily some slacken-
pace of expansion, though the extent oing in orders for and shipments of
this effect was difficult to judge. The selected commodities such as agricul-
ongoing turbulence since the last Comtural goods and lumber and wood prod-
mittee meeting, which included furtheructs, and there were few indications
noticeable increases in the dollar againgif reduced demand for manufactured
the currencies of affected countriesgoods. At the same time, business
likely would have a somewhat greatercontacts were optimistic about holiday
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sales, tourism was booming in somesome employers were trying out novel
parts of the country, and spending forapproaches aimed at enticing people not
services had been brisk. In the circumeurrently seeking a job to enter the work
stances, continuing gains in wages antbrce. While wage increases remained
employment, the prevailing high levelsmoderate on balance, larger increases
of confidence, the cumulative effects ofwere gradually becoming more perva-
very large increases in household wealtBive as labor markets tightened. More-
in recent years, and the intense competdver, employers were continuing their
tion among retailers for the consumer'sfforts to attract or retain workers that
attention could promote substantial furwere in particularly scarce supply by
ther growth in consumer expendituresmeans of a variety of bonus payments
The same factors, along with the fav-and other incentives that were not
orable cash flow affordability of home included in standard measures of labor
ownership, were maintaining housingcompensation. There also were reports
demand at a relatively high level. of offers of expanded benefits and, in
The outlook for business fixed invest-some instances, the granting of very
ment remained favorable. In the neatarge wage increases to highly skilled
term, the low cost of capital, the readytechnical personnel.
availability of finance on attractive In the course of their discussion,
terms, and the potential for reducingmany members remarked on the ab-
production costs in highly competitive sence of inflationary price pressures dur-
markets were providing strong supporing a period when economic activity had
for capital spending. Moreover, shrink-risen briskly and labor markets had
ing vacancy rates and rising lease rategrown steadily tighter. The muted effect
were fostering a rapid increase in theof higher labor compensation on unit
number of large commercial buildinglabor costs and prices reflected sharp
projects, notably office buildings, thatadvances in productivity partly asso-
were planned or under way in manyciated with the rapid expansion of the
areas of the country. Even so, the growtlstock of capital; the latter had been
of business capital spending wasstimulated, most probably, by the desire
expected to slow from the unusuallyto enhance efficiency and thus hold
rapid pace of recent quarters in responsgown costs. In addition, the earlier
to the projected smaller increases irappreciation of the dollar and the unusu-
sales and profits arising from moderatally damped increases in the cost of
ing economic growth. In addition, busi-health benefits in recent years had
ness firms were expected to trim thehelped to limit the rise in compensation.
pace of their inventory accumulation to As members had noted at previous
keep stocks at desired levels relative toneetings, these favorable influences
sales. were likely to erode over time. Anec-
In their comments on recent develop-dotal reports indicated that health insur-
ments in labor markets, the membersince premiums were beginning to trend
emphasized the very limited supply ofhigher, and the dollar would not rise
new workers and the extraordinary tightindefinitely. More fundamentally, persis-
ness prevailing in markets throughoutent tightness in labor markets risked a
the nation. Several reported that theontinuing uptrend in labor compensa-
scarcity of available workers was limit- tion increases that, at some point, could
ing the growth of economic activity not be fully offset by productivity gains.
in some parts of the country and thatUnder those circumstances, competitive
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market conditions would allow firms to while acknowledging the downside risks
raise prices to compensate for increasde the expansion associated with poten-
in their costs. However, for some periodial developments in Asia, still was
ahead, developments associated with thgersuaded that the economy probably
turmoil in Asia along with the partly would continue to expand at an unsus-
related appreciation of the dollar wouldtainable pace and that monetary policy
tend to intensify import competition andshould be tightened promptly to avert a
damp the prices of goods. further buildup of pressures in already
In the Committee’s discussion of pol-strained labor markets, associated
icy for the intermeeting period ahead,ncreases in labor costs, and at some
nearly all the members favored a propoint an inevitable rise in price inflation.
posal to maintain an unchanged policy Other considerations cited by some
stance. In their discussion, membersnembers in favor of an unchanged pol-
emphasized that price inflation hadcy included the possibility that, because
remained subdued, indeed with soma policy tightening move was not
key price measures indicating declin-expected at this juncture, even a modest
ing inflation, despite the persistence ofirming action might well have outsized
robust economic growth and high levelseffects in financial markets, especially
of resource use, notably in labor marthe foreign exchange markets. Current
kets. They expressed concern, howevecpnditions in domestic financial markets
that multiplying indications of faster clearly remained supportive of spend-
wage increases might presage risingng, but it also was noted that the real
price inflation at some point. Weighingfederal funds rate was relatively high
against the risks of higher inflation wasand that growth in the broad measures
the financial turmoil that had intensifiedof money was expected to moderate
in Southeast Asia during October andver coming months after a period of
more recently in Korea. The effects ofrobust expansion. The members agreed
those developments on the U.S. ecorthat the crosscurrents that were generat-
omy were quite limited thus far, but theing the present uncertainties in the out-
members expected some damping dbok for economic activity and inflation
economic expansion and price increasanade a flexible approach to monetary
in the quarters ahead, and they did ngbolicy particularly desirable at this
rule out a potentially strong impact injuncture.
the event of an even deeper crisis in Views were somewhat more divided
Asia, or one that spread to other counwith regard to the instruction in the
tries. Nonetheless, many members condirective relating to the possible adjust-
mented that, with domestic demand stilment of policy during the intermeeting
quite strong and the economy possiblyeriod. A majority of the members indi-
producing beyond its potential, theycated a preference for a shift to a sym-
viewed the risks on balance as pointingnetrical directive even though many
to rising price inflation and the nextcontinued to anticipate that the next pol-
policy move as likely to be in the direc-icy move was likely to be in a tighten-
tion of some tightening. However, mosting direction. They noted that while the
members agreed that the need for suchg@obability of any policy change in the
policy adjustment did not appear to benear term was very low, uncertainties
imminent and that prevailing near-termin the outlook had increased, and they
uncertainties warranted a cautious waiteould not rule out the possibility that the
and-see policy posture. One membenext change might be in the direction
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of some easing if, contrary to currentAccount in accordance with the follow-
expectations, the turmoil in Asia were toing domestic policy directive:
intensify to the extent that it seemed

likely to exert very substantial effects the information reviewed at this meeting
on the U.S. economy. A symmetricsuggests that economic activity continued to
directive would position the Committeegrow rapidly in recent months. Nonfarm pay-
to respond flexibly in either direction roll employment increased sharply in Octo-
to unanticipated developments in th er and November; the civilian unemploy-

h ment rate fell to 4.6 percent in November, its
period ahead. Other members express%fv for the current economic expansion.

a slight preference for retaining a direc4ndustrial production continued to advance
tive that was tilted toward tightening. Inat a brisk pace in October and November.
their view, such a directive would con-Retail sales were unchanged on balance
tinue to underscore their concern thator:’erﬂgh% two TO”T'S after fising sharply in ,
. e third quarter. Housing starts increase
at current _"’_‘nd_ Pfos_p_ec“Ye Ievels 0 lightly further in October and November.
resource utilization, rising inflation was available information suggests on balance
the most serious risk to the economythat business fixed investment will slow from
and that the Committee remained comthe exceptionally strong increases of the sec-

mitted to fostering progress toward aonc'uasnd th(;rd.qua”%rs- Tg‘e nominal ‘.jdeﬁCit g
; : ; on U.S. trade in goods and services widene
stable price environment that in turnsignificantly in the third quarter from its rate
would heighten the prospects for susin”the second quarter. Price inflation has
tained economic expansion and fullemained subdued, despite some increase in
employment. the pace of advance in wages.
At the conclusion of the Committee’s Sfl‘lort‘_terg‘ interest rates have dregits)t‘?re‘j
; ; all mixed changes since the day before
d'SC.USS'.On’ all but one member_en(_jqrse%g Committee meeting on November 12,
a directive that called for maintaining 1997, while bond yields have fallen some-
conditions in reserve markets that wergvhat. Share prices in U.S. equity markets
consistent with an unchanged federalecorded mixed changes over the period,;
funds rate of about’® percent and that equity markets in other countries, notably in

did not include a presumption about theAS'a’ have remained volatile. In foreign
likelv _directi f diust tt exchange markets, the value of the dollar has
Ixely direction of any adjustment 10 \jsen oyer the intermeeting period in terms

policy during the intermeeting period. of both the trade-weighted index of the other
Accordingly, in the context of the G-10 countries and the currencies of a num-

Committee’s long-run objectives for ber of Asian countries.
price stability and sustainable economi'c: M2 and M3 grew rapidly in November.

- . : or the year through November, M2
growth, and giving careful Cor]S'derat'onexpanded at a rate slightly above the upper

to economic, financial, and monetaryyound of its range for the year and M3 at a
developments, the Committee decidegate substantially above the upper bound of
that a slightly higher or a slightly lower its range. Total domestic nonfinancial debt
federal funds rate might be acceptabl&as expanded in recent months at a pace

; ; : ; somewhat below the middle of its range.
during the intermeeting period. The The Federal Open Market Committee

reserve conditions contemplated at thigeeks monetary and financial conditions that
meeting were expected to be consistentill foster price stability and promote sus-
with some moderation in the growth oftainable growth in output. In furtherance of
M2 and M3 over coming months. these objectives, the Committee at its meet-

ing in July reaffirmed the ranges it had estab-

The Federal Reserve B_ank of Nev.\{is%ed in BI/:ebruary forgrowthgof M2 and M3
_York was authorlz_ed and directed, _untllof 1 to 5 percent and 2 to 6 percent respec-
instructed otherwise by the Committeetively, measured from the fourth quarter of
to execute transactions in the System996 to the fourth quarter of 1997. The range
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for growth of total domestic nonfinancialon U.S. economic activity. He also
debt was maintained at 3 to 7 percent for thgye|ieved that signaling a greater willing-

year. For 1998, the Committee agreed on : et
tentative basis to set the same ranges as f\ness to tolerate modest policy adjust

1997 for growth of the monetary aggregated€Nts in response to emerging devel-
and debt, measured from the fourth quartepments would foster more flexible
of 1997 to the fourth quarter of 1998. Themovements in longer-term financial
behavior of the monetary aggregates willmarkets and specifically enable longer-

continue to be evaluated in the light Oftarm jnterest rates to play their tradi-
progress toward price level stability, move-

ments in their velocities, and developmentdional role as automatic stabilizers for
in the economy and financial markets. the economy more effectively. _

In the implementation of policy for the It was agreed that the next meeting
immediate future, the Committee seeks congf the Committee would be held on

ditions in reserve markets consistent WithTuesday—Wednesday February 3-4
maintaining the federal funds rate at an ggg ! !

average of around¥a percent. In the context . . .

of the Committee’s long-run objectives for | he meeting adjourned at 12:45 p.m.
price stability and sustainable economic

growth, and giving careful consideration to Donald L. Kohn
economic, financial, and monetary develop- Secretary
ments, a slightly higher federal funds rate or

a slightly lower federal funds rate might

be acceptable in the intermeeting period.

The contemplated reserve conditions are

expected to be consistent with some modera-

tion in the growth in M2 and M3 over com-

ing months.

Votes for this action: Messrs. Greenspan,
McDonough, Ferguson, Gramlich, Guynn,
Kelley, Meyer, Moskow, Parry, Mses.
Phillips and Rivlin. Vote against this
action: Mr. Broaddus.

Mr. Broaddus dissented because he
continued to believe that a modest tight-
ening of policy would be prudent in
light of the apparent persisting strength
in aggregate demand for goods and
services. He recognized the case for
holding policy steady given recent
developments in East Asian economies
and financial markets; he believed, how-
ever, that a slight firming at this meet-
ing would provide valuable insurance
against the risk that demand growth
might remain above a sustainable trend
and require a sharper policy response
later. He thought further that the poten-
tial benefits of this insurance out-
weighed the risk that such an action
would have a significant negative impact
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